poe sermemnel sal 


ivcpsseetapmnnneensais 


a5 =) 
hs aa 

roe 
dah 


EX LIBRIS 
PACE COLLEGE 
WESTCHESTER 


PLEASANT VILLE, NEW YORK 


Gilt of 


DONALD BARR 


WALL STREET 
AND WASHINGTON 


LONDON: HUMPHREY MILFORD 


OXFORD UNIVERSITY PRESS 


WALL STREET 
AND WASHINGTON 


BY 


JOSEPH STAGG LAWRENCE 


PRINCETON UNIVERSITY 


AUTHOR OF: STABILIZATION OF PRICES 


PRINCETON 
PRINCETON UNIVERSITY PRESS 
1929 


COPYRIGHT, 1929, BY JOSEPH STAGG LAWRENCE 


PRINTED IN THE UNITED STATES OF AMERICA 


PREFACE 


Durinc the past week the nation has been treated to the diverting 
but pathetic spectacle of the ‘“‘most august” legislative chamber on 
earth gone berserk on the subject of speculation.! It seems incredible 
that in the year of our Grace 1929 a body of presumably intelligent pub- 
lic men should permit fanatical passions and provincial ignorance to 
find expression in unrestrained virulence. Yet that is precisely what 
has taken place. It is impossible to dignify these wanton attacks on the 
financial community as discussions. Such a term implies reason and 
restraint. When the Senator from the Old Dominion rose in that cham- 
ber of absurdities, sometimes referred to as a deliberative assembly, his 
remarks were characterized by neither reason nor restraint. Blatant 
bigotry and turbulent provincialism have joined to condemn an inno- 
cent community. It is a disturbing reminder to intelligent Americans 
that we have failed to attain maturity, and that we are still in that 
state of recalcitrant and uninformed puerility from which only added 
generations of education can emancipate us. The rhetorical saturnalia 
in which the Senate of the United States indulged during the past week 
is a measure of the distance we must travel. 

On behalf of the Senate two facts may be urged in extenuation. It 
has been utterly frank concerning the object of its wrathful and active 
prejudice. This is a refreshing contrast to the devious course of the 
Federal Reserve Board. The Senate admits that it dislikes Wall Street 
and that the campaign against it springs from that same pure fount of 
morality as prohibition. The Federal Reserve Board publicly admits 
nothing of the kind. The country is lacking in gold. Credit inflation 
darkens the heavens. Business is suffering from want of funds. Wall 
Street is borrowing too much. Buying stocks without paying for them 
is dangerous to the soundness of the credit structure. Member banks 
are borrowing to lend on security. Speculation is hurting the bond 
market. The price of wheat is falling because the foreigner cannot bor- 
row money with which to buy the wheat to make the farmer happy. 
These are the reasons which the Federal Reserve authorities have dis- 
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covered as the basis of the conduct initiated immediately after a young 
Senator had offered a resolution demanding an account of the Board for 
the course of speculation. We repeat. The Senate has been free from 
this transparent dissimulation. 

In the second place we must refrain from judging the entire Senate 
by the irresponsible utterances of a small group of flannel-throated fa- 
natics. It is true that their continued occupancy of the public prints 
tends to impose upon the Senate their own character. This would be 
as gratuitous an investiture of quality as the conclusion that Elmer 
Gantry is a true ministerial type because some preachers have been 
discovered to furnish a factual base for the satire of Sinclair Lewis. 
The solid and sober elements in the Senate are not hurling invectives 
at lower Manhattan. 

At the same time we must emphasize the peril which this raucous and 
turbulent group presents. They are the aggressors and they love to talk. 
Repetition achieves astonishing effects upon human judgment. This 
identical group has given us prohibition. It has prevented our partici- 
pation in the League of Nations. It has discovered farm relief. Now 
it is revealing the hideous turpitude of Wall Street. Dignified restraint 
will hardly check these saturnine crusaders of purity, virtue and one 
hundred per cent patriotism. 

We have not taken up in the text the proposal of Senator Glass to 
levy a five per cent tax on the sale of stocks held for less than sixty 
days.! The Senator has so far confined himself to thundering threats 
and it is difficult to determine the exact nature of his proposal. It is 
very necessary to distinguish between a tax on stock sales and a tax 
on stock transfers. The former would be an omnibus penalty striking 
both the investor and the stock operator while the latter would fall 
only upon the investor who planned to hold the stock and whose as- 
sumption of proprietorship was noted on the books of the transfer 
agent. 

The five per cent tax on sales assuming that no method of evasion 
could be discovered would be disastrous not only to stock brokers but 
to all industry including the farmer. It would paralyze the exchanges 
and vitally impair one of the most important rights of ownership, the 
right of unconditional disposal. It would be worse than confiscation 
since the latter act yields a revenue to the state whereas this restriction 
would destroy values without any compensating gains to any one. Van- 

1 New York Times, June 6, 19209. 
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dalism describes the act better than confiscation. Such legislation would 
give us an era of bootleg finance, would transfer the exchanges to foreign 
soil and drive capital into less productive enterprise. “The power to 
tax is the power to destroy” said a great chief justice of our Supreme 
Court, and the tax proposed by the Senator from Virginia has no other 
purpose than that of wanton destruction. Its application would fall 
upon our fair land like the blight of disaster. Nor could its effects be 
isolated and confined only to lower Manhattan. 

Fortunately constitutional restraints exist to check the righteous ar- 
dor of men like Senator Glass. Our Supreme Court has regard for prop- 
erty rights and will not tolerate their injury merely because it suits the 
fanciful and fanatical purpose of the “father” of the Federal reserve 
system. A group of reformers in pursuit of a much more commendable 
object attempted to impose a tax on the products of child labor. The 
Supreme Court indicated to these ardent spirits that the power to tax 
was given to government for the purpose of raising revenue, and could 
not be used as an instrument for the invasion of state rights. While the 
Court has made two notable exceptions to this doctrine, one to permit 
the imposition of a ten per cent tax on the notes of state banks, and the 
other to permit a prohibitive tariff, it is nevertheless extremely unlikely 
that it would concede the five per cent tax on stocks a constitutional 
sanction. 

Should this palladium of our constitutional rights fail us we never- 
theless have the power to make adjustments which may defeat the pur- 
pose of the tax although giving us other evils far more serious than any 
which the febrile imagination of Senator Glass has seen in speculation. 

In the first place the act of purchase and sale can be consummated 
on Canadian soil. We doubt if Canadian amity would go as far as to 
co-operate in the discouragement of another experiment “noble in mo- 
tive.” The speculative transaction can be carried on in New York as 
heretofore. Undoubtedly this would add to the expense of the invest- 
ment function and serve to place a burden upon many innocent parties. 

In the second place it is entirely possible by means of a slight adapta- 
tion of terms to carry on as before. Buying and selling for future de- 
livery is a common business transaction. Is there anything to prevent 
brokers and their clients from buying and selling the right to receive a 
share of U.S. Steel 60 days hence or 50 days hence? Exactly what 
constitutes purchase and sale in the view of the tax-levying authorities? 
Is the Senator from Virginia so naive as to suppose that no way could 
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be discovered to evade his foolish proposal? Of course we must remem- 
ber that the mere passage of the act would appease the wrath of most 
of these reformers. “Let us pass a law.’”’ That is the typical American 
solution of many problems. 

This book has been written for the purpose of casting some light on 
a problem that has been artificially created and has caused great dis- 
tress to investors and the government. It has provoked the concern of 
certain short-sighted alarmists in the East, aroused the bigoted moral- 
ists of the South, and stirred the crude provincials of the West into 
hysterical defence against imagined perils. The problem has agitated 
the public chiefly because of the cuttle-fish tactics of the Federal Reserve 
Board, and because the latter has injected itself as the only disturbing 
factor into an otherwise prosperous business period. 

The author wishes to acknowledge the courtesy of Mr. Hugh Ban- 
croft in permitting him to employ material previously used in a series 
of articles in Barron’s Financial Weekly. It is a pleasure to express his 
indebtedness to Mr. Sherwin C. Badger, Editor, The Wall Street Journal, 
Dr. George Clarke Cox, of Cox and Trainer, Investment Counsel, and 
Mr. Theodore Prince of Theodore Prince & Co., for aid and encourage- 
ment in the formulation of ideas. Without the cordial co-operation of 
the Scribner Press and the Princeton University Press the timely ap- 
pearance of the book would have been impossible. 

JosEPH STAGG LAWRENCE. 


June 10, 1929 
Princeton, New Jersey. 
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PART ONE 


THE LINES OF BATTLE 


THE OPPOSING SIDES 


The Clash — The Pioneer Community Versus the Tidewater “Nobility” 
— The Constitution and Democracy— The Agrarian Movement — 
Farm Relief — Prejudice — The Tocsin Is Sounded — Report to the 
Senate — Hearings Before House Committee — Blind Energy — Chro- 
nology of Events — Failure of Federal Reserve Pressure During 1928 — 
The Sequence of Events and Their Meaning — The Source of the Op- 
position — Radicals and Saints — The Devious Course of the Board. 


THE OPPOSING SIDES 


Ir must not be assumed that this conflict between Wall 
Street and Washington dates back only to that day in Feb- 
ruary of the current year when the Federal Reserve Board 
in the columns of the public press advised the world that a 
state of speculation existed in lower Manhattan which was 
fraught with grave peril to the rest of the community. Such 
is not the case. The present controversy is but one phase of 
a struggle which has given the history of this republic a 
curious flavor since it was founded and which may in fact 
be discovered long before we succeeded in severing our con- 
nection with the mother country. 


THE CLASH 


That struggle is founded upon a clash of interests and a 
moral and intellectual antipathy between the wealthy, cul- 
tured and conservative settlements on the seacoast and the 
poverty stricken, illiterate and radical pioneer communi- 
ties of the interior. The antagonism has taken various char- 
acteristic forms. Prior to the Revolution the aristocratic 
tidewater communities managed to retain the reins of politi- 
cal power. Property qualifications were required of the 
voter which rendered the greater number of those in the in- 
terior ineligible to vote and hold office. Where the back- 
woods communities managed to secure a foothold in the 
colonial legislatures they proceeded immediately to weaken 
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the economic dominion of wealthier sections. Their princi- 
pal weapon was paper currency and we have a constant agi- 
tation for the issue of bills of credit to relieve the poorer 
communities of the burden of taxation and to dissipate the 
equities of the creditor classes. In fact one of the greatest 
grievances of the colonists against the mother country was 
the refusal of the latter to permit an unrestrained indul- 
gence in fiat money. The restriction was held to be a benefit 
to the wealthier elements, and so indeed it was, and in the 
mind of the frontiersman proved the alignment of the Eng- 
lish government on the side of the colonial aristocracy. 


THE PIONEER COMMUNITY VERSUS THE TIDEWATER 
“NOBILITY” 


The antagonism between the democratic pioneer commu- 
nities and the tidewater “nobility” was evident along the en- 
tire coast. In New England the inhabitants of the interior 
hated the aristocratic high hats of Boston and in return 
were despised for their pains. Along the middle Atlantic we 
find similar conflict between the farmers of the hinterland 
and the wealthy merchants and traders of the coastal cities. 
In the south it is a struggle between the small farmers and 
the wealthy patrician planter with his army of slaves and 
his dominant position in the community. 


THE CONSTITUTION AND DEMOCRACY 


The unbridled democracy of the interior had little place 
in the counsels of those who met to formulate that docu- 
ment which has given the United States its present form of 
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government. The greatest single stimulus to that convoca- 
tion was perhaps the threat which Shays and his ragged le- 
gions had made against the established order. The gov- 
ernment created by that immortal document was not a de- 
mocracy. It was a republic, a state to be guided by the best 
minds. That intent was realized only so long as the Fed- 
eralists remained in power. With their defeat we have the 
appearance of Jeffersonian democracy and this marks the 
ascendancy of the raw interior elements and the submer- 
gence of the wealthy, mercantile and cultured seacoast. 
Throughout this early period of our history we are afflicted 
with an unbridled sectionalism which threatens at times to 
tear the republic asunder. The heart of New England was 
not in the War of 1812. Our frontier communities had felt 
the restraining hand of England on the border and longed 
to push beyond. New England and the Atlantic coast 
looked east, the pioneer looked ever westward. During that 
period between the end of the war and the Civil War the 
nation is afflicted with bitter sectional struggles which reach 
their climax in the act of secession. 


THE AGRARIAN MOVEMENT 


The post war period is comparatively restrained, the most 
truculent dissidents having been crushed in the conflict. 
The strife of interests is still with us. It now takes the 
form of the greenback movement, the free silver agitation 
and the pressure of the cheap money advocates for bimetal- 
ism. We find the East lined up solidly for sound money, the 
West alleging the self-interest of the bondholders, the crimi- 
nal chicanery of the Act of 1873 which denied silver en- 
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trance to the mint and the nefarious conspiracy of capital- 
ism to crush the poor farmer and the debtor under the bur- 
den of a monetary standard of constantly increasing value. 
When William Jennings Bryan electrified the convention of 
the Democratic Party in 1896 he was speaking as the cham- 
pion of the masses against the encroachments of eastern 
capitalism. Were this good man alive to-day there can be 
little doubt but that he would be standing side by side with 
Brookhart, Heflin, Borah and LaFollette in their denuncia- 
tion of that evil matrix of speculation, Wall Street. 


FARM RELIEF 


That conflict is no longer characterized by the raw turbu- 
lence of the earlier friction. The passage of time aided by 
the ministering hand of education have mellowed the an- 
cient strife—but it is still with us. To-day it is the struggle 
of the agrarian interests to share with the industrial groups 
the beneficence of a paternal government and to discover 
thereby an income comparable to that received by their in- 
dustrial and mercantile brethren. The farmer has become 
the political darling of the hour. In some inscrutable fash- 
ion the craftsmen of politics have forged connecting links 
between agrarian salvation and speculative turpitude. 


PREJUDICE 


It is but natural that men should fear that which they do 
not understand. To the statesmen bred in the pure open 
spaces of the West and the South finance is a word of sinis- 
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ter import. From its dark purlieus have come forth the ills 
to which man is prey. Combined with ancestral preposses- 
sions we find in speculation a topic of singular suitability 
for political assault. The financial community called Wall 
Street has always minded its own business. It has rendered 
a service of inestimable value to banking, finance, trade, 
commerce, agriculture and to government itself. It has 
served intelligently and unostentatiously. It has maintained 
no lobbies. Its books have been open. It has enforced upon 
its members a code of ethics which it were well for the su- 
preme legislative body of the land to emulate. A violation 
of the rules of the exchange is visited with summary pun- 
ishment. They apply only to the members. Congress passes 
laws for others to observe which are flagrantly violated by 
the very men who have passed them. Politically Wall 
Street is inarticulate. It contributes heavily to the revenue 
of the state. It has but a small voice in its distribution. An 
attack upon it by the righteous legislators of the South and 
the West is perfectly safe. No votes are lost in the home 
bailiwick. It is not an easy matter for the politician to find 
an issue upon which he can become vocal and colorful and 
unequivocal. It is difficult to arouse rhetorical enthusiasm 
for the multiplication table or the Ten Commandments 
much as one may approve of both. But speculation and 
Wall Street, what delightful morsels! 


THE TOCSIN IS SOUNDED 


When a young man from the west, Mr. LaFollette, arose 
in the Senate of the United States, on January 17, 1928, and 
solemnly demonstrated the increase in brokers’ loans for the 
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previous years and the rise in stock values he sounded a 
welcome tocsin for his political brethren. We had specula- 
tion and Wall Street was the evil spot. His resolution was 
referred to the Committee on Banking and Currency. 
Hearings were held on Brokers’ Loans* and a sounding 
board provided for the raucous statesmen of the South and 
the West. 

The author of the resolution was rather moderate and 
restrained in his attitude. He wanted further enlighten- 
ment and legislation if necessary. His colleagues, Senators 
Frazier, Pine, Glass, Mayfield and Brookhart, especially 
Brookhart, took the play away from him. They were the 
champions of militant provincialism and they lost no time 
in establishing their characters. Speculation was wicked. 
It was one of the causes of the farmer’s distress. These 
men came not for information. They came to indict Wall 
Siteet. 

Dr. Henry Parker Willis gave them much comfort. Pro- 
fessor Sprague was not a happy witness. He should have 
been consulted before being asked to testify. He did not 
agree with Dr. Willis and he was in most emphatic dis- 
agreement with Senators Brookhart and Mayfield. He ut- 
tered sentiments that were heretical—nothing less than 
that some of the thousands of banks which had failed in 
the West in the past few years had helped the farmer too 
much and that these banks might have been better off if 
they had helped the farmer less and invested more of their 
funds in brokers’ loans. His testimony came as fresh cool 
water on fevered brows. Most of it is in the appendix. We 
urge the reader to go over it. 


‘Hearings before the Committee on Banking and Currency United States 


Senate, 70th Congress, 1st Session, Senate Resolution 113, February 9, 1929, 
March 7, 1920. 
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REPORT TO THE SENATE 


On May 12, 1928, Senator Norbeck of the Committee on 
Banking and Currency submitted a report which stated 
“That it is the sense of the Senate that the Federal Reserve 
Board should admonish all Federal reserve banks to take 
steps to advise against further expansion of loans by mem- 
ber banks for purely speculative purposes,” and that “the 
Federal Reserve Board be directed to report to Congress 
what legislation, if any, is required to prevent the future ex- 
cessive use of the funds and credit of the Federal reserve 
system for speculative purposes.’”* 


HEARINGS BEFORE HOUSE COMMITTEE 


These hearings before the Senate Committee on Bank- 
ing and Currency were followed immediately by hearings 
before the corresponding committee of the House of Rep- 
resentatives. They were held ostensibly to conclude the tes- 
timony on the stabilization bill of Representative Strong of 
Kansas. Actually they became hearings on the grievous 
state of speculation. 

The Federal Reserve Board was thoroughly catechised 
with Dr. Miller as principle respondee. He gave support 
to the view that the easy money conditions resulting from 
the attempt to aid Europe in the return to the gold standard 
had contributed to the speculative movement. This view we 
shall examine at length later. He and the other members of 
the Board who testified at the Brokers’ Loan Hearings and 


1The report is brief and the reader is referred to the Appendix where he 
will find: it in full. 
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the Stabilization Hearings admitted that it was very diffi- 
cult to control the loan policies of member. banks, that the 
banks which suffered impaired reserves could never tell 
whether the fracture of their reserves was caused by the 
brokers’ loans they carried or by the other business of the 
bank. Mr. Hamlin made a suggestion which was later em- 
bodied in a bill by Representative Dickinson of Iowa. He 
proposed graduated reserves depending upon the propor- 
tion of speculative stock loans which the member bank car- 
ried in its portfolio.’ 


BLIND ENERGY 


These two hearings plus the resolution of Senator La- 
Follete and the report of the Senate Committee on Banking 
and Currency spurred the Federal Reserve Board into posi- 
tive and aggressive action. Not knowing, by their own ad- 
missions, how to handle the problem of brokers’ loans they 
proceeded to apply all the powers at their disposal. The en- 
suing spectacle shows us a blind man striking out lustily in 
a crowd because a mosquito has stung him. The theory of 
this conduct is that if you do not know where you are go- 
ing the proper procedure is to step on the gas and get there 
as rapidly as possible. 

During the latter part of 1927 the Board felt that it had 
done all that was necessary to encourage the return of Eu- 
rope to the gold standard and adopted the passive policy of 
no longer offsetting gold exports and the earmarking of 
gold for foreign account by the purchase of government se- 
curities.2 

‘Stabilization Hearings, H. R. 11806, p. 404. 
*This policy was adopted November 10, 1927, Hearings, op. cit., p. 419. 
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CHRONOLOGY OF EVENTS 


Starting in January of 1928, the open market powers of 
the Board were applied and at the same time discount rates 
were raised. The Federal reserve banks held 616 millions of 
government securities in their portfolios at the end of 1927. 
By the end of January 1928, these had declined to 433 mil- 
lions, by the end of August to 208 millions, and on April 24, 
1929, the amount stood at $149,782,000. The net effect of 
this has been to force the member banks into the Federal 
reserve banks for borrowing to re-establish the reserves im- 
paired by the sale of government securities. This has given 
the reserve banks the opportunity to exhort the member 
banks on the impropriety of borrowing assets which they 
had themselves contributed and without which the Federal 
reserve banks could not continue. That the borrowing was 
the result not of member bank expansion but solely of Fed- 
eral reserve policy was conveniently ignored. 


FAILURE OF FEDERAL RESERVE PRESSURE DURING 1928 


The utter failure throughout the year of 1928 of the 
higher discount rates, the sale of government securities and 
direct pressure upon borrowing banks to effect the end of 
the Federal reserve authorities, namely the reduction of 
speculation, created in these authorities a grave concern for 
the loss of gold which had but a short time previously been 
regarded with such equanimity, for the “detrimental effects 
on business” which rising stock prices might bring and for 
the danger of a general credit inflation. 

Under the date of February 2, 1929, the authorities un- 
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burdened themselves to the Federal reserve banks and on 
the 5th a public statement was issued calling attention to the 
danger of speculative loans although the Board knew. full 
well that a bank can carry no safer form of paper than that 
which is secured by stock market collateral. It disclaimed 
the intention to do the very thing which it was patently try- 
ing to do, i.e. to check what it and a group of radical sena- 
tors felt was unsound speculation. 

“The Board has no disposition to assume authority to in- 
terfere with the loan practices of member banks so long as 
they do not involve the Federal reserve banks.’’* No one 
should know better than the Board itself that it is impossi- 
ble for the member banks to take any action with respect to 
loans which does not involve the Federal reserve banks since 
the latter hold the reserves of the member banks. 

The lecture to lower Manhattan was accompanied by an 
announcement of the rise of the rate of the Bank of Eng- 
land obviously timed for its effect. On February 14th the 
Federal Advisory Council met and approved the action of 
the Federal Reserve Board, an approval cited with great sat- 
isfaction by the Board. This council meeting again on May 
21, 1920, advised a further rise in the discount rate to 6 per 
cent. There was some division of counsel in the Board and 
at the time of writing the rate had not yet been raised al- 
though the Board was being subjected to pressure by the 
New York and Chicago Federal reserve banks. 


THE SEQUENCE OF EVENTS AND THEIR MEANING 


The chronology of events clearly shows that the Board 
made its decision to take aggressive measures in January of 
‘From published statement of February sth. 
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1928. On the 17th of the month the LaFollette resolution 
had been introduced. The rise in the rediscount rate and the 
sale of government securities follow immediately. The 
Hearings on Brokers’ Loans are followed by another rise 
and the report of the Senate Committee approving the reso- 
lution and citing evidence of speculation spurred the au- 
thorities on to further action. 


\ THE SOURCE OF THE OPPOSITION 


Who are the members of the upper house whose stric- 
tures on speculation have dragooned the Board into the 
series of repressive measures which we have just outlined? 
The following is the roster: 


aVialhiamil. borahawe bie ete) Idaho 
POU WV prooRbarts ores 250 Iowa 
PNCUNUIEC@ ADDER ee ee Kansas. 
SLyiith | PE TAZiel ose ne os North Dakota. 
eGamiety GqlaSa cera ie ui Shin Virginia. 
Slaw homas Fenian. oon Am 2s: Alabama. 
"Robert M. LaFollette ......... Wisconsin. 
tare May melds. es. Texas. 
PV Hore ineuaa metas oo oot Oklahoma. 


1Editorial in World’s Work, June, 1929. 
*Hearings, Brokers’ Loans, Appendix. 

8’New York Times, April 12. 

‘Hearings, Brokers’ Loans, Appendix. 

5I bid. 

SCongressional Record, February 28, 1929, p. 4817. 
7See resolution No. 113 in Appendix. 

*Hearings, Brokers’ Loans. 

*United States Daily, April 6, 1929. 
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RADICALS AND SAINTS 


The mere enumeration of these men classifies them. 
With possibly one exception they are radicals occupying the 
extreme left of the upper chamber. They are the champions 
of the agrarian party. Again with one exception they are 
staunch supporters of prohibition. These representatives of 
militant and unenlightened provincialism are principally re- 
sponsible for the drive on Wall Street. They are gentlemen 
of high moral voltage and abysmal prejudice. One of them 
is reputed to be the leader of the Ku Klux Klan in his state. 
Another is afraid of Roman dominion, an apprehension 
which he voices loudly—and continuously. Their utter lack 
of judicial temper and financial knowledge impeaches their 
competence to pass on matters concerning Wall Street. Yet 
the Federal reserve authorities have hearkened to them. 
The inability of the Board to look to higher and more com- 
petent sources for guidance is to be deplored. 


THE DEVIOUS COURSE OF THE BOARD 


The course of the Board in justifying its policies is a 
study. Obviously it cannot admit that this is a moral issue 
and that it is acting because the distinguished group of sen- 
ators above noted believe that speculation is wicked. It can- 
not admit as a body what some of its members have ad- 
mitted privately, that the prices of stocks are too high. The 
public has therefore been fed the following reasons: 


1. There is danger of a scarcity of gold. 


2. There is danger of a general credit expansion and 
inflation. 
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3. The “undue” absorption of funds by the stock 
market deprives commerce of its legitimate due and 
the latter has suffered or is suffering or will suffer. 


These are the ostensible premises upon which their ag- 
gressive policies are founded. In subsequent chapters we 
shall examine them one by one. They are buttressed by the 
following misrepresentations of the facts: 


1. That brokers’ loans are a legitimate measure of 
inflation. 

2. That member banks borrow to lend on the stock 
market. 

3. That member bank borrowing is unethical. 

4. That member bank borrowing is a measure of in- 
flation. 


These propositions will be examined carefully in the follow- 
ing pages. 
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PART TWO 


THE OSTENSIBLE “CASUS BELLI” 


II 
THE GOLD “SHORTAGE” 


Our Gold Reserves — Gold Certificates — The Credit Structure and the 
Gold Supply — Economy in Gold — A Prudent Reserve — The Experi- 
ence of the Bank of England— The Experience of Germany — The 
Nature of a Reserve — An Ample Reserve — The Margin for Expansion, 


II 
THE GOLD “SHORTAGE” 


THE active intercession of the Federal Reserve Board in 
the money market and the prevailing high rates of interest, 
particularly for call loans, created apprehension in some 
quarters for the safety and soundness of the existing credit 
structure. We may therefore ask if the credit expansion of 
the recent past and the present relation of aggregate bank 
credit to the underlying base of gold justify this alarm in- 
sofar as it is predicated upon an imminent gold shortage. 
In examining this position we shall try to answer four 
questions. 

1. What is the state of our gold reserves to-day? 

2. What is the magnitude of the entire credit structure 
which our gold supply supports in this country to-day? 

3. What is a prudent reserve? 

4. How much margin have we for expansion? 


OUR GOLD RESERVE 


The first question is concerned primarily with the posi- 
tion of the Federal reserve banks and the following is a 
statement of pertinent items to-day and a year ago.* 


March 13, 1929° March 14, 1928 


MeOtal Gold REServeS. os... 65-502 es eke $2,700,125,000 $2,788,417,000 
Federal Reserve Notes in Circulation. . 1,650,009,000 1,574,114,000 
PP OLaTMODOSIES os sitet ara vi cdremnls tahoe 2,390,785,000 2,402,926,000 


1V. Y. Times, March 15, 1929. 
2We are taking the time at which the fear of a gold shortage was being 


most assiduously exploited. 
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Member Bank Reserve Account...... 2,362,567,000 2,362,424,000 
Ratio of Gold Reserve to Note and ‘ 
Deposit Liability................ 7 66.7% 70.0% 


These ratios are less than the published percentages since 
the law permits the Federal reserve banks to count as re- 
serves against deposits forms of money other than gold, 
e. g. greenbacks and silver certificates. It will be noted that 
the member bank reserve account shows no change at all 
for the year past, indicating a stationary position for mem- 
ber bank reserve liability. 

The reserve ratio although well above the legal require- 
ments and apparently ample to satisfy the reserve desires 
of the most conservative central banker is in fact the osten- 
sible and primary ratio rather than the more fundamental 
and final statement of relative gold strength. 


GOLD CERTIFICATES 


On Jan. 31, 1929, there were outstanding $923,243,000 
in gold certificates. If these can be withdrawn and Federal 
Reserve Notes substituted in their stead our gold ratio will 
be materially improved. Such substitution is possible only 
if the Federal reserve banks have adequate collateral on 
hand, i. e. enough to provide 60% of the new total of Fed- 
eral Reserve Notes. The present absence of sufficient col- 
lateral to effect such substitution has been considered by 
some a sufficient answer to this suggestion. These students 
have failed to note that member banks resort in large num- 
bers to the Federal reserve banks in precisely those periods 
in which it may be necessary to tap this secondary resource 
of gold and that no bank can borrow from the central bank 
without presenting eligible paper. It is therefore not an ade- 
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quate denial of the potential support of gold certificates to 
allege that it cannot be realized when needed because an ade- 
quate supply of collateral is not available at a time when 
there is no reason for exploiting that emergency resource. 

At the present time the Federal reserve banks are not 
taking advantage of the bills in their portfolio for the pur- 
pose of improving their gold position. There is some reason 
to suspect that the exigencies of credit control renders them 
less enthusiastic about increasing their nominal gold ratio 
than might otherwise be the case. 

If we add to the gold certificates,on Jan. 31, the Federal 
Reserve Notes outstanding at that time, $1,631,412,000, 
we get a total of $2,554,655,000. 60% of this would be 
$1,532,793,000 while the Federal reserve banks had only 
$1,189,434,000 of bills bought and discounted on that date. 
To realize the gold strength inherent in the gold certificates 
it will be necessary to have the member banks discount an 
additional $343,359,000. Let us assume that the proceeds 
are added to the reserve accounts of the member banks 
raising that to $2,740,144,000.1 Under these conditions 
the total note and deposit liability of the Federal reserve 
banks would be $4,951,440,000 and the gold reserve ratio 
would be 73.2%. 

Any further expansive movement at the present time 
would bring a substantial part of the additional required 
collateral into the Federal reserve banks and we would 
have not only a greater amount of bank credit but actually 
a greater reserve ratio. Thus the first impact of an expan- 
sive movement could be used to strengthen the gold reserves 
provided there was no loss of gold or increase in monetary 
circulation. 

Since the sale of government securities in the open mar- 


1For the purpose of this computation the discount has been ignored. 
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ket by the Federal reserve banks is usually compensated 
by an equivalent increase in the discounts of member banks 
the accumulation of the necessary collateral could be hast- 
ened by the sale of all government securities. If this were 
done at the present time the amount of collateral available 
for the process of substitution would be increased by $165,- 
000,000. Present gold ratios compared to the gold ratio of 
a year ago and the effect of substituting Federal Reserve 
Notes for gold certificates on the gold reserve are illustrated 
in Chart No. I. 

By impounding all the monetary gold in this country in- 
cluding some $381,000,000 in circulation for which there is 
no good justification the gold reserves of the central bank 
could be raised from $2,700,125,000 to $4,127,000,000, an 
increase of approximately 53%. Practically all of the mone- 
tary gold stock of England, France and Germany rests in 
the vaults of their respective central banks. We have never 
experienced sufficient pressure to resort to such concentra- 
tion and that fact testifies to the adequacy of our existing 
gold supply relative to the credit structure which rests upon 
it. 


COMPARISON WITH OTHER GREAT CENTRAL BANKS 


We may now ask how the gold position of the Federal 
reserve banks compares with that of the great central banks 
of Europe. The legal requirements are far more severe in 
this country than in England, France or Germany. Only 
one of these banks, the Bank of France, is required to keep 
any reserve against deposits. In each case reserve ratios 
are calculated by comparing gold in the bank with notes in 


‘Federal Reserve Bulletin, March, 1929, pp. 204-205. 
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circulation. Let us therefore apply this test of adequacy 
to the central banks of England, France, Germany and the 
United States. 


England 


France 


Germany 


Gold (in millions of pounds sterling) 
153.8 


RT Pe TTA Re teslts) Reeiee = 39.6% 
388.2 


Circulation. 


Gold (in billions of francs) 
31,977 


ll 


sgh nte Che that, Wea ere a eaters eg ats eee 50.0% 
63,977 
Circulation. 


Gold (in billions of marks) 
2,644 


H 


eT Ce | se Spy ogee 48.3% 
5,467 
Circulation. 


Gold (in billions of dollars) 
2,584 


I 


Se Rca win hee re SRR OK 141.0% 
1,838 


Circulation. 


Note: The data applies to the end of 1928 and is taken from the Fed- 
eral Reserve Bulletin, Feb., 1929. See Chart No. I for graphic comparison. 


Let us apply the American method of computing central 
bank liabilities and gold ratios. 


England 


Gold (in millions of pounds) 
153.8 


508.0 
Notes and Deposits. 
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Gold (in millions of francs) 


31,977 

France 9 7 —————. hv ee ree ee bene cee ele arene Mae Oe 38.5% 
83,148 
Notes and Deposits. 


Gold (in billions of marks) 


2,644 

Germany: (555 oa eye comm b aces Ge oat iaiee ree = 42.1% 
6,283 
Notes and Deposits. 


Gold (in billions of dollars) 
2,584 


= 
n 
I 


60.5% 
4,277 
Notes and Deposits. 


Note: The data applies to the end of 1928 and is taken from the Fed- 
eral Reserve Bulletin, Feb., 1929. See Chart No. III for graphic com- 
parison. 


From either or both comparisons the Federal reserve 
banks emerge with a margin of superiority over the great 
central banks of Europe so substantial as to make any fears 
based upon the inadequacy of the gold supply appear 
groundless and fanciful—or inspired. 


THE CREDIT STRUCTURE AND THE GOLD SUPPLY 


Our second question deals with the magnitude of the 
credit structure which rests upon our gold supply. In order 
to answer it we shall determine first the total number of 
monetary units in the form of currency and bank deposits 
the validity of whose gold equivalents depends upon the 
adequacy of the gold base at the present time in England, 
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Germany, France and the United States. We shall then 
repeat the process for the year 1900 for the purpose of com- 
parison. In the absence of absolute reserve standards we 
can only employ a procedure which will illustrate relative 
strength. What is the size of our gold base relative to the 
monetary and credit superstructure when compared with 
the similar relationship in other great commercial nations 
to-day and at some representative period in the past? In 
the realm of time the comparison is both horizontal and 


vertical. 
GreaT Britatn (DEC. 31, 1929) 
Goldie! sok. ania ee oe ies ee ge 153.8 (in millions of pounds) 
Deposits of 41 banks of Great Britain 
and Treland °c ier. ite Se ea ee 2,466.4 
Circulation of Joint Stock Banks...... 32.8 
Circulation of Bank of England........ 388.2 


Total Monetary and Credit Media..... 2,887.4 


Ultimate Gold Reserve Ratio 


Note: All data derived from The London Statist. 


FRANCE (DEC. 31, 1929) 


'S (a) 6) Se 16 » 6 tle Be) © 


Gold FG. seungd ten Stereum eee 31,977 (in millions of francs) 
Deposits of Three Great French Pri- 
vate Danke lr ince cater ites 32,700 
Deposits of all other private banks (2).. 32,700 
Deposits of Bank of France (3)........ 19,200 
Savings Deposits (Aye. raceme ee 84,600 
Note Circulation of France (s)........ 63,900 


Total Monetary and Credit Media. . . 233,100 


Ultimate Gold Reserve Ratio 


13.73% 
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Note: (1) Source, Federal Reserve Bulletin. 


(2) Estimate based upon annual statements of 25 private banks 


in Bankers Almanac and Year Book. 
(3) Source, Federal Reserve Bulletin. 


(4) Estimate based upon data in the Report of the National 
Monetary Commission, Vol. XX1, pp. 337, 339. 


(5) Source, Federal Reserve Bulletin. 


GERMANY (Nov., 1928) 


a) Gy ane ah aoe et eee a ere 2,624 (in 
protml Circulation (1) ooo ooo ace tecnicet 6,325 
Deposits in 17 Giro-Zentralen......... 1,769 
Deposits in 21 State and Provincial 

PRR DR See hit, seater ere EMEA = 2,831 
AVA e IE DOSIES 0250". n'e obec bie vines 2G? 6,546 
Deposits in Private Banks............ 11,897 


Total Monetary and Credit Media... 29,368 


Ultimate Gold Reserve Ratio................. 


UNITED STATES (OctT., 1928) 


ELE Pa INT RNA ER ARR ACCRA EE Se 4,142 (in 
Total Deposits of all Reporting Banks.. 53,683 
BE Sta CATCUIA ION wrk ey eet eres 4,806 


Total Monetary and Credit Media... 58,489 


Ultimate Gold Reserve Ratio............... 


millions of marks) 


Nore: All data de- 
rived from Report of the 
Agent General for Repa- 
ration Payments, Dec. 
22, 1928. 


millions of dollars) 


Note: All data derived from Report of the Comptroller of the Currency. 


SUMMARY OF ULTIMATE GOLD RESERVE RATIOS 


Creer E INN is ae ae NS 
NR TTOCL SEARLES oso eek eae a stent eis 
CECA Aer se bse wes 4 ae! 
ACLATIC ES ere Ne oe tne OMe ane rers 


AT END OF 1928 
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ULTIMATE GOLD RESERVE RATIOS IN 1900 


GREAT BRITAIN (1900) 


GOld See hae hi des oe ts oa eee eee sir (all figures in millions of 
Total:Circulation mc. ste eee ee 284.3 dollars) 
Total Deposits of all Banks (181)...... 55337-4 
Total Monetary and Credit Media. ..5,621.7 
511 
Ultimate Gold Reserve Ratio................ = 9.10% 
5,021.7 


Note: Figures based on data in Report of the Comptroller and The 
London Statist. 


FRANCE (1900) 


Gold 46 1). 26a ie ae neate ee aay 810.6 (all figures in millions of 
Deposits and Circulation of Bank of dollars) 
France teigankcccton «arvensis ees 954 
Deposits of 26 Private Banks.......... 733 
Deposits in Private Savings Banks..... 653 
Deposits in National Savings Banks.... 202 
Total Monetary and Credit Media. . .2,542 
810 
Ultimate Gold Reserve Ratioss...4..-s-c5 = 31.90% 
2,542 


Note: Figures based upon data in Compitroller’s Reports and Report of 
National Monetary Commission, Vol. XXI. 


GERMANY (1900) 


Goldy Seer tie eer ee ee 721 (in millions of dollars) 
Notes and Deposits of Reichsbank..... 413 : 
Note Issues of Other Banks........... 44 Nore: Estimates and 
D nate : figures based upon data 
eposits of all Joint Stock Banks...... 1,000 in Reports of the Comp- 
Deposits of State and Provincial Banks.. 250 itiaad se of aa a- 
: ne tiona onetary Com- 
Deposits of Giro-Zentralen............ 166 mission, Vol. XXI, and 
Deposits of Savings Banks............ 600 Report of the Agent Gen- 
eral for Reparation Pay- 
Total Monetary and Credit Media. . . 2,473 yilencade 
721 
Ultimate Gold Reserve Ratio................. — = 29.19% 
2,473 
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UNITED STATES (1900) 


EROHGL, Al AS eons ae a a 1,034 (in millions of dollars) 
Bione van Circulation is. cscs ces Foes 2,055 
Weposits.of all Banks)... 4 se. .cs aes 7,238 


Total Monetary and Credit Media... 9,203 


Ultimate Gold Reserve Ratio................. 


Note: Data derived from Reports of the Comptroller. 


SUMMARY OF ULTIMATE GOLD RESERVE RATIOS 


1900 
Great Britain.< 2.422.235. 9.10% 
United States... ¥ ici .rc. <2 11.12% 
Germany ane oes ee 29.19% 
Erance eet cert occ e iterimr 31.90% 


ECONOMY IN GOLD 


1928 
5.32% 
7.08% 
8.92% 
13.73% 


If we assume that the gold supply in each of the four 
countries is as adequate to-day as it was in 1900 then our 
comparison shows an economy of gold in each country as 


follows: 
Dittted staleSen, tt eee secre eck: ache accu 36.8% 
iresteBritalle ma eee eect oe ee tee ae ALSYo 
ecice yok kere eet os ules ee Sak cues 57.0% 
MCE AR Yee oes gis lh oe Yes Gig, Ss wh 69.4% 


In other words the United States to-day requires 36.8% less 
gold to support a given amount of credit and money, Great 


Britain 41.5% less, etc. 
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If the uncertainty of our credit structure due to the in- 
adequacy of the gold base is so serious as to. justify heroic 
measures on the part of the Federal reserve authorities then 
the vaunted economy achieved by the Federal Reserve Act 
is but a myth. In spite of apparently far-reaching changes 
in the method of safeguarding credit and currency since 
1913 we have accomplished less than Great Britain, France 
or Germany, on the assumption of course that our existing 
gold supply is barely sufficient. As a matter of fact the com- 
parison reveals that we have departed less from the funda- 
mental gold reserve ratio of 1900 than any of these coun- 
tries, that our superiority over Great Britain is greater and 
our inferiority to Germany and France less to-day than in 
1900. Yet we have effected profound changes in the fun- 
damental sub-structure of banking, the purpose of which 
was, partly at least, to economize in the use of gold, in con- 
trast to the absence of similar changes in France, Germany 
and Great Britain. Either we have a substantial excess of 
gold or we have been deluding ourselves in the matter of 
banking progress achieved during the last fifteen years. 


A PRUDENT RESERVE 


What is a prudent reserve? The laboratory of banking 
history does not afford a precise or even an approximate 
answer. The four countries considered all had legal re- 
quirements for the protection of circulation. Only the 
United States insists upon reserves against deposits. In no 
case does the law rest upon any rules of monetary science, 


1Since June, 1928, the Bank of France has been compelled to calculate its 
reserves against the aggregate of note and deposit liability. 
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for to characterize our perception of monetary phenomena 
as a science is extremely flattering to our state of knowl- 
edge. The law springs from crude empirical intuition and 
the best that we can say for legal reserve requirements is 
that they constitute in the minds of the legislators a prudent 
bulwark against insolvency. We may be certain that the 
legislative and monetary instincts which guide such law- 
making processes are essentially conservative and that the 
ratio finally embodied in the statute affords an ample mar- 
gin of protection. The presumption therefore is in favor 
of the adequacy of the legal ratios. These hover about 40% 
against note liability and, barring our own country, France, 
and a few others of minor importance, zero against deposits 
for central banks. 


THE EXPERIENCE OF THE BANK OF ENGLAND 


We may fortify the position of the law by considering the 
experience of the world’s greatest central bank, an institu- 
tion with an enviable record for wisdom, integrity and suc- 
cess as the guardian of a far-flung monetary empire. It 
may be noted that no central bank has ever been subject to 
such uncertain and unpredictable demands upon its gold 
stock as the Bank of England. London is the world’s finan- 
cial centre and until the war caused its temporary eclipse the 
pound sterling was the sole unit of universal currency. The 
Bank of England held the ultimate reserves of all the banks 
of Great Britain, the secondary reserves of the great colonial 
banks and the gold fund necessary to maintain the gold ex- 
change standard of India. In addition to that, all the great 
banks of the world kept substantial but highly irregular 
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balances in London. Finally, England was the trade entre- 
pot of the Western world and in the financial corridors of 
London a vast bulk of world business was transacted—in 
gold and usually in the pound sterling. One would expect 
that the gold stock of the Bank of England would be sub- 
ject to strains of an extraordinary character and that its 
position of primacy could be maintained only on a basis of 
demonstrated capacity to meet all demands for gold at any 
time and in any amount. History attests the success of this 
institution in meeting these exacting requirements. How 
great a gold reserve was necessary to maintain such a posi- 
tion? From the passage of the Peel Act in 1844 to the out- 
break of the World War the gold reserves of the Bank of 
England varied from a low point of 27% in 1857 to a high 
point of 63% in 1912. Reserve ratios varying from 40% 
to 45% predominate.* 

Since the resumption of the gold standard England has 
been passing through a persistent industrial and trade de- 
pression which has defied remedy. She has been confronted 
with the virile competition of a new financial empire in the 
west, her trade advantages have been mercilessly assailed 
and she is bearing an enormous load of debt due to her most 
serious competitor. It would be reasonable to suppose that 
England’s gold position during such a period would be ex- 
tremely precarious and that banking prudence would require 
very heavy reserves of gold. The Bank of England has 
rarely been charged with a lack of caution. Be it noted 
therefore that this bank under trying conditions is doing 
very well with a reserve against circulation and deposits of 
29.8%. An examination of the economic literature of the 
day fails to reveal a trace of apprehension concerning the 
gold position of the Bank of England. 


‘Bankers Almanac and Year Book, 1924-1925, p. CX XXV. 
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THE EXPERIENCE OF GERMANY 


Turn now to Germany. She has been in the hands of a 
receiver since her monetary bankruptcy in 1923-1924. Her 
position has been unenviable. Burdened by reparation 
payments, confronted with problems of reconstruction, of 
political instability, of hostile competitors and a foreign 
army on her soil she has labored toward economic salvation. 
One can hardly consider this a period in which the responsi- 
bilities of the Reichsbank are normal. Yet so successful has 
that institution been in preserving the gold position of the 
mark that no less an authority than the Agent General for 
Reparations has paid tribute to its exceptional gold strength. 
What manner of a gold reserve could elicit such a compli- 
ment from Mr. Gilbert under such conditions? The Reichs- 
bank had a gold reserve against circulation and deposits of 
42.1% at the end of 1928. 


THE UNITED STATES 


From these facts let us turn to the United States. By 
every reasonable test which we can apply this country is 
incomparably better off than either Germany or England. 
In the face of this pronounced economic and financial supe- 
riority our Federal reserve banks have a gold reserve ap- 
proximately 50% greater than that of the Reichsbank and 
100% greater than that of the Bank of England. What 
shall we say of those prophets who see a shortage of gold 
threatened in this country and who allege that high interest 
rates are caused by credit scarcity which in turn is the result 
of an inadequate gold foundation? 
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THE NATURE OF A RESERVE. 


Perhaps we can get additional light on a proper reserve 
if we consider its nature in the abstract. Why have any re- 
serves at all? The advocates of a managed currency have 
asserted that the maintenance of a metallic reserve is a stu- 
pid method of controlling credit. It were better to abandon 
gold and rely upon the discretion of men. This proposal has 
been fully considered elsewhere’* and we are referring to it 
here merely to show that the question of the need for any 
reserve, at all, has been raised. The world, rightly or 
wrongly, is committed to the gold standard and our central 
bank reserves constitute the safeguards for its maintenance. 
The duty of a central bank is to insure the convertibility of 
credit and currency into gold at any time, to any amount and 
unconditionally otherwise. Its reserves are maintained for 
precisely those occasions (and for no other purpose) when 
demand is made for gold in return for currency or credit. 
The bank is called upon to redeem its specific pledge that the 
certificates which circulate as money and the units of credit 
which constitute bank deposits can at all times be freely 
converted into metallic equivalents. 

Since the purpose of a reserve is to maintain the value 
equality of the monetary and credit unit on the one hand 
and a given amount of gold (defined by statute as the stand- 
ard unit) on the other, danger to our gold reserves will 
develop only when a discrepancy between these two values 
occurs. The holders of money and bank deposits will 
then avail themselves of the more valuable option. With 
new discoveries of gold or the invention of new processes 


‘Lawrence, J. S., Stabilization of Prices, The Macmillan Company, New 
York, 1928. 
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for its extraction it is gold which suffers in value and we 
soon discover an increased flow of the metal into mints in 
order to realize its more valuable monetary uses. 

However it is the opposite contingency which concerns 
the central banker most for it is the decline in the value of 
the monetary unit as compared to the value of the legal gold 
equivalent which creates a drain upon the reserves of the 
bank. The causes which bring about this unfavorable situa- 
tion may be classed as normal and abnormal. 

Among the former are seasonal trade movements in- 
volving a pressure of international payments in one direc- 
tion or another, marked differences in the interest rates of 
money markets, temporary price movements in commodities 
of international trade in one country out of line with world 
price movements, unusual investment opportunities in one 
country or another, etc. 

All of these temporary influences bring into operation 
compensating forces which tend to correct any undue pres- 
sure upon gold reserves. The nature of these forces is un- 
derstood by all students of finance and we shall suggest 
their incidence by a single illustration. Higher money 
rates and superior investment opportunities have attracted 
substantial amounts of foreign funds to New York. This 
force was strong enough to reverse a pronounced gold move- 
ment out of this country. It created in certain European 
money markets a scarcity of funds and caused rates there 
to rise thus checking the movement. The greater the scarc- 
ity thus created in foreign money markets the higher will 
the rate in those centres mount in order to replenish the 
supply of domestic funds. 

These corrective forces are similar to those acting on a 
pendulum. The further it is moved from the position of 
rest the greater will be the force which tends to bring it 
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back to normal. There are other correctives operating 
through price levels and exchange rates which are equally 
effective in checking infractions of the domestic gold sup- 
ply. Suffice it to say that these compensatory elements plus 
the power of the central bank can prevent any extreme 
movements of these normal deviations from a fixed reserve. 
These forces are so strong that it is an axiom in elementary 
monetary theory that no country on a gold standard can 
ever lose all of its gold as long as it wishes to remain on the 
gold standard. 


AN AMPLE RESERVE 


We may hazard the estimate that a reserve of 20% 
would be ample to preserve the gold standard in this country 
against all normal drains. The only inconvenience of such 
a reserve would be frequent changes in the discount rate. 
The enormous reserves of the Bank of France before the 
war, no greater, by the way, than those of the Federal re- 
serve banks to-day, were maintained, according to its Gov- 
ernor, M. Pallain, principally for the purpose of stabilizing 
the discount rate and not to preserve the gold standard.* 
For the latter purpose they were excessive. The great char- 
tered banks of Canada manage to-day on a gold reserve 
against note and deposit liability of less than 2.5%. The 
Bank of England with its tremendous responsibilities re- 
gards a reserve of less than 30% with equanimity. 

Abnormal drains upon our gold reserves are the result 
of emergencies the chief of which is war. When the finance 
minister finds the ordinary sources of revenue flowing from 
the power to tax and the power to borrow inadequate he 


1Report of the National Monetary Commission, Vol. I, p. 217. 
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reaches for the central bank. That is the death warrant of 
the reserve. A large gold stock may defer the evil day of 
abandonment of the metallic standard but the fatuity of 
attempting to establish war hoards has long since been ex- 
posed. 

The Federal Reserve Board in defense of its aggressive 
interference in the stock market has urged a solicitude for 
the safety of the credit structure. It apprehended a two- 
fold danger, one the result of a diminishing gold supply and 
the other the result of the excesses of speculation. It has 
been the purpose of this chapter to examine the former of 
these two sources of danger. The evidence shows that the 
relation between reserve bank liability and gold stock and 
total bank credit and ultimate gold reserves have not 
changed much during the past year and that, compared with 
other countries, we are in an excellent position. We may 
say with a fair degree of assurance that the slightly altered 
relationship between gold and credit would never have pro- 
voked Federal Reserve action if the composition of the 
credit superstructure were different. It is therefore not the 
danger to our gold reserves or the bank credit of the coun- 
try which is the cause of Federal Reserve intervention but 
rather the character of outstanding credit. In other words 
the Board for reasons best known to itself does not like the 
speculative activity of the present market and on grounds 
of alleged shortage of gold and danger to the credit struc- 
ture is attempting to alter the composition of outstanding 
bank credit. It would be infinitely more dignified for the 
Board to state its position more frankly and not allege a 
shortage of gold or a danger of general over-expansion of 
total credit both of which are, according to every reasonable 
test, illusory and inadequate grounds for intercession. 
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THE MARGIN FOR EXPANSION 


How much margin for expansion have we at the present 
time? At the end of the year 1921 member bank reserves 
stood at $1,666,018,000, at the end of 1928 they stood at 
$2,388,964,000. This gives us a fair measure of the growth 
of bank credit and shows an average annual increase of 
$103,000,000. Thirty-five per cent of this amounts to $36,- 
050,000, the annual required increase in gold reserves. The 
attempt to measure the rate of growth of currency is not so 
satisfactory. Federal Reserve Notes have declined sub- 
stantially since 1921 and total money in circulation shows 
practically no change. If however we take total monetary 
stock and go back to 1919 we find an increase from $7,- 
518,000,000 to $8,532,000,000." Most of this increase took 
place in the years 1919-1921 and includes money in the 
Treasury, public vaults, banks and in circulation. This 
yields an approximate annual increase of $125,000,000. 
Let us assume that $5,000,000 of this is in the form of 
fractional currency and the balance in Federal Reserve 
Notes for which a reserve of 40% in gold is required. This 
represents a further increase in our annual gold require- 
ments of $48,000,000, making a total annual requirement 
of $84,050,000. Our present surplus above legal require- 
ments amounts to $1,152,550,000. If we assume that the 
growth of demand deposits and time deposits will continue 
in the same proportion in the future as in the immediate 
past, that there will be no change in present reserve require- 
ments, that there will be no loss of gold through export, 
that all the gold produced in the United States is used for 
some other than a monetary purpose, our existing surplus 


1Reports of the Comptroller. 
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should provide for our credit needs for the next 13.7 years. 
Mr. A. Ross Eckler, of the Harvard Economic Society, in 
a paper read before the American Economic Association 
at its last meeting estimated by a method which he did not 
disclose that this surplus should provide for normal growth 
for the next 13.5 years. 

If we were to use the rate of growth actually realized 
during the past year, and it should be remembered that this 
is the alleged cause of concern, our present surplus of gold 
would last until Gabriel sounded his final summons. 

Our conclusion is that the present high interest rates are 
not the result of a gold shortage either actual or threatened. 


42 


III 
THE DANGER OF GENERAL CREDIT INFLATION 


Bank Investments as a Measure of Inflation — Banks as Credit Fac- 
tories — Member Bank Discounts as Evidence of Inflation — Member 
Bank Discounts and Open Market Operations — Member Bank Dis- 
counts and Gold Exports — Brokers’ Loans as a Measure of Inflation — 
No Connection Between Brokers’ Loans and Member Bank Discounts 
— Reserve Credit Not the Raw Material of Member Bank Credit — 
What Would Happen if Brokers’ Loans Were Liquidated — Liquidation 
of Brokers’ Loans Will Hardly Affect Member Bank Discounts — Loans 
for the Account of “Others” — Rate of Growth of Bank Credit — Eco- 
nomic Progress and Credit Growth — New Demands for Credit Media 
— Bank Deposits, Price Levels and Reserve Ratios the True Measures 
of Inflation. 


III 
THE DANGER OF GENERAL CREDIT INFLATION 


SIGNIFICANT of the hysteria which accompanies the cur- 
rent controversy between Wall Street and Washington is 
the development of entirely novel criteria of credit inflation. 
The time is not so distant when we were accustomed to mea- 
sure credit inflation by the rise in commodity prices, by the 
expansion of bank deposits and by the decline in the gold 
reserve ratio. These well-tried yardsticks of unsound ex- 
pansion have been cast aside and we are now asked to test 
inflation by the size of brokers’ loans, by member bank dis- 
counts and by the loans and investments of member banks 
plus all brokers’ loans including even those made for private 
account. 


BANK INVESTMENTS AS A MEASURE OF INFLATION 


Let us examine the last first. Does the total of bank 
loans and investments constitute the true measure of credit 
expansion? Why should investments by banks be consid- 
ered credit expansion any more than investments by indi- 
viduals? More than one-half the deposits in all banks in the 
United States are savings deposits. They represent the ac- 
cumulations of individuals or groups who do not wish to 
exercise the investment function and pass the responsibility 
on to the banks. The latter are brokers who gather in the 
savings of the community and lend them out to meritorious 
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and safe projects. They pay their depositors one rate and 
exact another and higher rate. The difference is their com- 
mission. If the banks had in any sense manufactured the 
credit which they extended in their capacity as investment 
brokers the accuracy of characterizing such investments as 
credit expansion might be conceded. 

Although we do not have exact figures we can use the 
careful estimates of national income in past years for the 
purpose of determining savings.’ These justify the estimate 
of national income for the past two years at 85 billion dol- 
lars annually. We also have careful estimates of savings 
by David Friday * and of Wilford I. King. We may con- 
clude from these two able studies that the people of the 
United States save approximately one-fifth of their annual 
incomes or about 17 billion dollars annually. A part of this 
is invested by them directly and another and rather small 
part is deposited in banks. If the latter exercise the invest- 
ment function for our thrifty citizens shall we call it credit 
expansion? 


BANKS AS CREDIT FACTORIES 


The commercial bank, however, has another capacity in 
which it does create credit. When a merchant borrows a 
thousand dollars for three months his account is credited 
with the proceeds. Part is left on deposit and the balance 


1 Income in the United States, vol. i, p. 99, National Bureau of Economic 
Research and Business Cycles; ibid., 1927, p. rar. 

* Increasing the National Wealth, The New Republic, Feb. 13, 1924; and 
A Year’s Savings, The New Republic, March 11, 1925. 

* The Net Volume of Savings in the United States, Journal of the American 
Statistical Association, Dec., 1922, p. 467. 
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is expended for the purpose which caused the loan. If the 
community has five banks and each bank extends the same 
amount of credit to its clients in the exercise of its commer- 
cial function and the expenditures are evenly distributed 
throughout the community so that each bank shares equally 
in the counterflow of checks which are drawn against these 
“created” deposits then the final effect will be to increase 
the total demand deposits of the community by five thou- 
sand dollars. Checks drawn against each bank will be off- 
set by checks against other banks and the only cost to the 
banking system will be increased reserves against the addi- 
tional deposits. These reserves will constitute but a fraction 
of the gain in deposits. 

When demand deposits expand we can correctly consider 
that an indication of expansion and when the reserve de- 
posits at the central bank grow we may regard that as fur- 
ther confirmation of the same fact. In view of the alarm 
about dangerous credit expansion it is pertinent to note that 
the increase in total bank deposits in all banks of the United 
States for the years 1927 and 1928 has been almost entirely 
in savings deposits, that demand deposits have been prac- 
tically stationary and Member Bank Reserve Account has 
declined from $2,417,377,000 on April 25, 1928, to $2,290,- 
218,000 on April 24, 1929. 

It is curious that such a movement has always in the past 
been associated with the exact opposite of inflation. If the 
total of loans and investments of banks plus brokers’ loans 
are the criteria of danger to the credit structure then a fun- 
damental error has been committed in writing the Federal 
Reserve Act and the charter of every great central bank on 
earth rests upon the same fallacious base. The Reserve Act 
considers the total of deposits and circulating notes the mea- 
sure of expansion and calls for reserves against these two 
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forms of liability. Most central banks call for reserves 
against circulating notes only. The alarmist literature of 
the past few months demonstrates the error. Henceforth 
the bulwarks of protection should be calculated and erected 
against loans and investments and brokers’ loans. 

The addition of brokers’ loans is a nervous gesture. If 
the commitments of bank clients shall be reckoned as a re- 
sponsibility of the bank and as a measure of the jeopardy 
of the credit structure, is there any reason why brokers’ 
loans should be singled out? Why not include stocks and 
bonds purchased by clients, real estate investments and all 
capital outlays? Logic could be summoned to defend the 
latter no less than brokers’ loans. 


MEMBER BANK DISCOUNTS AS EVIDENCE OF INFLATION 


A second evidence of inflation is the size of member 
bank discounts. It has been pointed out with appropriate 
solemnity that whereas the total of member bank discounts 
was less than 400 million at the end of January in 1928, it 
is to-day in the neighborhood of a billion dollars. While this 
statement, and its purported significance as an indication of 
inflation, may not easily be reconciled with the decline in the 
Member Bank Reserve Account to which attention was 
called above there are other facts which raise grave doubts 
not only as to the accuracy of the intimation but as to its 
propriety. That the statement can be made as frequently 
as it has in the recent past without being questioned is 
hardly flattering to the average reader’s familiarity with the 
operation of the Federal reserve banks and the ease with 
which they can manipulate the portrait of condition which 
they periodically present to the public. 
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MEMBER BANK DISCOUNTS AND OPEN MARKET OPERATIONS 


In considering this point let us bear certain facts in mind. 
The first is that the Federal reserve banks exercise the in- 
itiative in the purchase and sale of government securities. 
These have certain virtues which make them ideal instru- 
ments of open market operations. They are safe, have early 
maturities and are entirely detached from personal and com- 
mercial connections so that their free purchase and sale will 
not offend a group or injure an industry. There is still a 
quaint notion prevalent in certain quarters that the Federal 
reserve banks can manipulate the amount of credit avail- 
able by conduct in the open market. If there is too much 
credit available the central bank sells bills and the checks 
received are charged against the accounts of member banks 
so that a sale of 100 million dollars’ worth of government se- 
curities will result in the first instance in a decline of mem- 
ber bank reserves by that amount and, secondly, a decline in 
the deposits of those banks by an amount about fifteen times 
as great for one dollar of reserves supports about fifteen 
dollars of bank credit. It was innocently supposed that the 
only way in which this decline could be accomplished was 
through a liquidation of member bank investments. This 
weapon was seriously urged—and not so long ago either— 
as a means of stabilizing the price level. It has remarkable 
possibilities—in the class room. 

The premise is correct. The checks received by the Fed- 
eral reserve banks are actually charged against the ac- 
counts of member banks but the latter immediately repair 
their reserves by rediscounting or by the sale of eligible 
bills. The final reservoir of reserve credit has two ap- 
proaches. If credit is expelled through the open market it 
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returns via the back door of re-discount. Since this is the 
case it is scarcely fair to indict the member banks for an 
abuse of reserve bank credit when the reserve banks them- 
selves took precisely that action which left the member 
banks no other alternative than to re-discount. The reserve 
authorities cannot be acquitted as innocent of the conse- 
quences of their action. 


MEMBER BANK DISCOUNTS AND GOLD EXPORTS 


There is another cause of an increase in member bank 
discounts and, as will be demonstrated later, it has not the 
remotest connection with brokers’ loans or the price of 
stocks or the culpability of speculation. It is not so long 
since Mr. Keynes was chiding us for the excess of gold 
which we were so foolish to hoard. While not agreeing with 
Mr. Keynes, it was nevertheless true that we had more gold 
than was necessary and that the value of our stock would 
be increased if we could persuade other nations to relieve us 
of a part of it. This was accomplished with the knowledge 
and active encouragement of the Federal reserve officials. 
When gold is exported it causes member banks to use a part 
of their reserve balances, for gold is our ultimate reserve. 


RESPONSIBILITY OF RESERVE AUTHORITIES 


It might be supposed that the reserve authorities would 
recognize their responsibility in the matter and make it pos- 
sible for the member banks to supply this gold without re- 
sorting to borrowing. Unfortunately some criticism was 
heard about that time in the halls of Congress concerning 
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the use of Federal reserve credit for speculation which, 
added to other considerations which are still inscrutable, 
caused a change of heart. Although the Federal reserve au- 
thorities have acknowledged their responsibility for the gold 
movement and although there can be no doubt as to their 
intent concerning the sale of government securities, never- 
theless, when the member banks took the only course left 
open to them and borrowed to replenish their impaired re- 
serves we find this attitude, “It is a recognized principle that 
reserve bank credit should not be used for profit, and that 
continuous indebtedness at the reserve banks, except under 
unusual circumstances, is an abuse of reserve bank facili- 
ties.”* This is comparable to inviting a man into a strongly 
barred cell, locking the door and then criticising him round- 
ly for not coming out. 


BROKERS LOANS AS A MEASURE OF INFLATION 


It was but yesterday that the following dispatch came 
from Washington, “The fact that the total of brokers’ 
loans increased by $67,000,000 as reported to-day, ... , 
proved a disappointment to the Federal Reserve Board.’” 
The growing emphasis placed by Washington upon the size 
of brokers’ loans has invested this type of bank loan with 
particular and cryptic significance. It might be supposed 
that in some fashion, by no means apparent, the entire 
safety of the banking structure rested upon this vital total. 
The size of brokers’ loans and member bank discounts have 
been repeatedly associated and the impression cultivated 
that banks have borrowed from the Federal reserve banks 


1 Federal Reserve Bulletin, March, 1920, p. 177. 
2 New York Times, April 26, 1929. 
si 
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for the purpose of re-lending in the stock market at a higher 
rate; in consequence we have heard of “abuse of reserve 
bank facilities.” 


NO CONNECTION BETWEEN BROKERS LOANS AND MEMBER 
BANK DISCOUNTS 


There is not the faintest connection between brokers’ 
loans and member bank discounts and the attempt to asso- 
ciate the two betrays a misconception of the banking func- 
tion which can hardly be considered ingenuous. It may be 
safe to say that no banker who is not an utter tyro in the 
business will first borrow from the Federal reserve banks 
and then relend the same sum on the stock market. When 
a bank extends accommodation to a client it either credits his 
account with the proceeds or gives him a certified check for 
the amount. The bank does not at the time know whether 
this will require resort to the central bank or not. Only 
when the clearing balances are noted the following day can 
it tell if an adverse balance has developed which will impair 
its reserves. The bank has no way of telling whether the 
loan to a broker has caused that adverse balance or whether 
it is due to an investment by other clients who have drawn 
on their bank balances. If all the banks in the New York 
district should expand at the same time the chances are 
fair that the counterflow of foreign checks will be such as 
to offset the increased claims due to payments made by its 
own clients. In such an event the net result will be an in- 
crease in deposits against which reserves will be required. 
If the reserve account of member banks had increased dur- 
ing the past year instead of moving in the opposite direction 
there might be some slight point in saying that the expan- 
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sion of brokers’ loans has caused an increased use of Fed- 
eral reserve credit.’ 


RESERVE CREDIT NOT THE RAW MATERIAL OF MEMBER BANK 
CREDIT 


Reserve bank credit is in no sense the raw material from 
which member bank credit is manufactured. Neither is the 
member bank the middleman who tries to exploit the credit 
resources of the Federal reserve banks by passing them on 
to its own clients at higher rates. 

Reserve credit is invoked for five purposes, none of which 
is directly related to brokers’ loans. An increase in deposits 
calls for an increase in reserves. Unfavorable clearing bal- 
ances are charged to reserve accounts and if any given bank 
or small group of banks expands at a rate out of line with 
that of the banking community in general it is likely to feel 
the pinch of such balances and be compelled to borrow. In- 
creased demand for currency causes a drain upon reserves. 
We have already referred to the effect of gold exports. The 
last demand for reserve credit is the result of growth in the 
capital and surplus of a member bank which calls for an in- 
creased subscription to Federal reserve stock. (Each mem- 
ber bank must subscribe to an amount of Federal reserve 
stock equal to 3% of its own capital and surplus.) If this 
capital remains unexpended it has the same effect on reserve 
balances as the sale of government securities by the Federal 
reserve banks. 

It is entirely possible that the banks which have the great- 
est sums on the call market are least in debt to the Federal 


1 For a more complete discussion of the method and effects of credit dif- 
fusion see the author’s Stabilization of Prices, Macmillan, Chapter XXIII. 
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reserve banks. There is no connection between member 
bank discounts and member bank commitments on the call 
market. The latter are the result of member bank judg- 
ment and discretion and the former, in the present instance, 
exclusively the result of deliberate Federal reserve policy. 


WHAT WOULD HAPPEN IF BROKERS LOANS WERE 
LIQUIDATED ? 


To further demonstrate the negligible “peril” which 
brokers’ loans constitute to the credit structure let us try an 
experiment. Chart No. V isa picture of the credit structure. 
At the bottom is the foundation of gold. Upon this rests 
the Member Bank Reserve Account supporting in turn the 
deposits of member banks which are the accounting corol- 
lary of member bank loans and investments. At this writ- 
ing no more recent, complete set of figures is available than 
for Dec. 31, 1929. At that time loans of member banks in- 
cluded 2,874 millions of brokers’ loans while the loans for 
the account of others amounted to 2,319 millions.» Now the 
latter are no more an obligation of the banks than my loan 
of a hundred dollars to a friend or my investment of a sum 
in government bonds. If the banks called all their own 
loans it would result in a decline of deposits of an equal 
amount and therefore a decline in reserve accounts. On 
Dec. 31st one dollar of reserves supported $14.94 of mem- 
ber bank deposits. A reduction of 2,874 millions in deposits 
will reduce reserve requirements by 191.6 millions and 
might make possible the liquidation of a little less than one- 
fifth of member bank discounts. Thus, after liquidating all 
member bank brokers’ loans we would still discover the 

1 Federal Reserve Bulletin. 
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banks in debt to the Federal reserve banks in an amount ex- 
ceeding 800 millions, certainly not a substantial “improve- 
ment” in the opprobrious state of member bank indebted- 
ness. The gold reserve ratio would have been raised from 
60.4% to 63.2%. 


LIQUIDATION OF BROKERS LOANS WILL HARDLY AFFECT 
MEMBER BANK DISCOUNTS 


This does not tell the story since a liquidation of member 
bank call loans would not necessarily result in an equivalent 
decline of deposits. Some of the loans were made in the 
first place from time deposits which ordinarily might have 
found their way into bonds or mortgages. It is rather 
likely that most of the loans made for interior banks find 
their origin in savings funds and that most of the loans 
by New York banks are straight expansions of credit. This 
is due to the fact that interior banks are likely to lose the 
entire amount loaned in the form of adverse clearing bal- 
ances, whereas the New York banks being at the situs of 
expenditure are likely to benefit and are less likely to be held 
to a complete clearing’s account as the result of loans in 
the stock market. In the latter case, therefore, the calling 
of these loans is not likely to result in any substantial im- 
provement of the clearing balances whereas, in the former, 
the funds returned will in no way affect deposits and will 
probably be reinvested in other forms. It is safe to con- 
clude, therefore, that the complete liquidation of bank call 
loans will have an effect on the position of member banks 
less apparent than is indicated on the chart. If the Federal 
reserve authorities are so solicitous about the indebtedness 
of member banks they should advise the Open Market Com- 
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mittee to buy government securities. That would be a much 
more effective—and more sincere—attempt to relieve the 
deplorable state of the member banks. 


LOANS FOR THE ACCOUNT OF “OTHERS” 


The efforts of corporations and other large depositors to 
exercise their unquestioned rights and use their funds as 
their intelligent business interests dictated has been emphat- 
ically deprecated. Much has been heard about the lack of 
responsibility of corporation lenders and about the inflation- 
ary effect of corporation lending. The protest is so insistent 
as to provoke suspicion. If a large depositor withdraws a 
hundred thousand dollars and lends it on call he can hardly 
be condemned. It is the safest, most liquid, and, at present, 
perhaps the most lucrative investment he can make. If he 
leaves his funds in the bank he may get as much as four 
per cent but he accepts that high return only at the price 
of instant liquidity. If he buys a treasury note he can get 
a little less than five per cent but his capital is at the mercy 
of eight men in Washington. Had he invested his funds 
in the recent 434% Treasury Notes he could now (April 
26, 1929) sell them for $99,300. The $700 difference is the 
price he would have paid for the privilege of observing an 
attempt on the part of Washington to “correct”’ the market. 
He may be pardoned for feeling that this is an extraordi- 
nary exaction in view of the fact that he is unable to partici- 
pate in the benefits. However, he can console himself with 
the reflection that he has ample company. Finally, he may 
extend his funds on call, get an average return of 8% or 
9% and be assured the opportunity of immediate conversion 
without loss. From the point of view of the safety of the 
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credit structure there is less danger in this procedure than 
in a similar loan by a bank. The former results only in a 
transfer of deposits. The latter may result in an increase 
in deposits and that is a significant difference. 


RATE OF GROWTH OF BANK CREDIT 


It has recently been discovered by those who are happiest 
when they can “view with alarm” that the credit of the 
country during the past few years has been increasing at an 
annual rate of approximately 7% and that the rate of phys- 
ical production has been growing at a rate of only 34%. 
Since the price level is the result of dividing the total mone- 
tary supply by the total of goods and services which are of- 
fered in exchange for money an increase of the former ex- 
ceeding that of the latter is bound to result in inflation. 
Again we have an example of incomplete logic whose im- 
pregnability can be established only in the class room. 

In 1927 at a time of low discount rates Governor Strong 
and the Federal reserve authorities were accused of en- 
couraging inflation. In his testimony before a Congres- 
sional Committee his attention was called to the charge. 
The actual rate of increase in bank deposits for the five 
years preceding his testimony was as follows: 


LQ 22 cic sere terciater ote erthbers eet iesere eh eerste 5 per cent 
BOY Ee Rica PRGr uci ty Cas OO OR Ciched RUHON OED Soya OS 7.5 per cent 
LQ2Q4.s sieseousraue eothgits! naar eyckaacrs sre he We ee 7 epericent 
LQ 2S cits te teuntens, Chote eor rian ateveibietsekees ot rene Q per cent 
TG2O.5 55. avn cee OMEN  eeane oie eee 7 per Cent 


He produced evidence to show that bank deposits have been 


increasing at the rate of 7% per year since 1875 and con- 
cluded, 
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“Thus we see that the increases in bank deposits in the 
past five years have not been out of proportion to the in- 
creases which had been customary in this country in order 
that the volume of credit might keep pace with the increase 
in production, trade, and wealth. In the circumstances it 
does not seem that there has been anything seriously abnor- 
mal about the increase in bank credit in the past five years.”” 

The rate of increase for 1927 was 5.76% and for 1928 
7-37. 

To state that the rate of increase of physical production 
has been 342% annually and that of bank deposits 7% 
and that this has continued for more than half a century 
confirms the position that such a difference does not indi- 
cate inflation but does not explain it. 


ECONOMIC PROGRESS AND CREDIT GROWTH 


The explanation is afforded by two changes which ac- 
company all economic progress. The first relates to in- 
creasing specialization and the second to new demands for 
credit. If each member in the community were self-suffi- 
cient and capable of producing all the food, clothing, shelter 
and other services to-day considered necessary there would 
be no need for a medium of exchange. Other things re- 
maining the same the mere increase in population would 
bring with it an increase in production which, under these 
conditions, would obviously not be reflected in an increased 
demand for credit and currency media. 

On the other hand, we may postulate another community 
where specialization is the order although the total amount 


1 Hearings, Committee on Banking and Currency, House of Representatives, 
69th Congress, rst Session, H. R. 7895, Washington, D. C., 1927, p. 473. 
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of goods and services produced in the two is the same. The 
exchange of goods necessary under the second order cannot 
take place without some medium of exchange. As the proc- 
ess of specialization develops so does the need for a means 
of exchange grow. The farmer supplies a good illustration. 
In many parts of the country he is a jack-of-all-trades, 
shoeing his own horses, making his own repairs, building 
his own barns and home, smoking his own pork, making his 
own butter and performing many tasks that are by no means 
a necessary accompaniment of the agricultural function. A 
previous generation saw each homestead equipped with loom 
and spinning wheel. More and more the farmer is divorc- 
ing himself from these extra tasks and is handing them over 
to specialists while he, on the other hand, concentrates in- 
creasingly on his special task. Since this progressive spe- 
cialization is characteristic of all phases of society it is ob- 
vious that there must be an increase in the demand for 
credit entirely apart from an absolute gain in physical out- 
put. 


NEW DEMANDS FOR CREDIT MEDIA 


The second cause for an increase in the demand for credit 
comes from the development of entirely new demands. The 
index of physical production which shows an average an- 
nual growth of 314% applies to agriculture, mining and 
industry. Such an index, however, fails to account for the 
horizontal expansion of economic society. Fifty years ago 
there was probably not a summer camp for youngsters in 
the United States. To-day there are thousands. This is an 
entirely new service for which money is required. Where 
we had ten private schools fifty years ago we have over a 
hundred to-day. The medical and other professional atten- 
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trollers’ Reports and Synder’s Index of Physical Production. 
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tion which the average family to-day requires is far in ex- 
cess of that which sufficed our fathers. The point is that 
these requirements embrace entirely new forms of service. 
The same thing applies to recreation. 

Our requirements for credit should properly be repre- 
sented as an area rather than a single dimension. The an- 
nual increase of 7% in credit indicates a growth of this area 
while the annual increase in the index of physical produc- 
tion indicates the growth of only one dimension of our 
credit demand. The chart illustrates the point we are try- 
ing to make. The vertical scale represents a growth of phys- 
ical output coming from basic productive industries. The 
horizontal scale represents new demands for credit due to 
increasing specialization and the development of entirely 
new enterprises not included in our various indices of Bus- 
iness Activity. 


BANK DEPOSITS, PRICE LEVELS AND RESERVE RATIOS THE 
TRUE MEASURES OF INFLATION 


Our general conclusion is as necessary as it is obvious. 
Our Federal Reserve Act, the flower of centuries of bank- 
ing experience, very wisely holds that the total of bank de- 
posits is the measure of credit expansion. Reserves are 
calculated against bank liability and not against bank assets. 
The true final measure of expansion, therefore, is the change 
which has taken place in a given period in bank reserves. 
From April 25, 1928, to April 24, 1929, there was a decline 
in Member Bank Reserve Account of 127 million dollars.? 
Let us consider another period in which we know inflation 
did occur. From December 27, 1918, to December 26, 

1 New York Times, April 25, 1920. 
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1919, Member Bank Reserve Account increased approxi- 
mately 200 million dollars. Another test of inflation which 
has always been highly regarded until the recent discovery 
of entirely new criteria is the level of wholesale prices. In 
February, 1928, the index of the Bureau of Labor Statis- 
tics stood at 96.4, while in the same month of this year it 
was 96.7." In December, 1918, this index stood at 202.2, 
whereas a year later it had mounted to 223.4,” ten per cent 
in a single year. We have seen extended reference to this 
earlier period of unsound credit expansion. In the light of 
these facts the comparison must seem gratuitous. 


1 Federal Reserve Bulletin, April, 1929, p. 254. 
2 Statistical Abstract. 
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IV 
SPECULATION AND THE DANGER TO BUSINESS 


PROFESSOR TAUSSIG on a recent occasion, speaking on a 
matter in no way related to the current controversy between 
Wall Street and Washington, made the statement that eco- 
nomic theory was full of empty boxes, highly ornamented 
and attractive on the outside, which would upon opening 
prove to contain nothing at all. Such a theory is that which 
holds that high interest rates are a serious deterrent to bus- 
iness. It is a bit of dogma which has been extravagantly 
exploited in the present situation. The demand for funds 
by the stock market has sucked so much of the vital blood 
of commerce that its price for other purposes has been 
raised and its availability seriously curtailed. However it 
is not the absolute scarcity for other purposes which has 
been stressed but rather the increased cost. Since interest 
is a cost and since increasing costs hamper business the rise 
in interest is necessarily deleterious to the good health of 
the business organism—at least so the argument runs. 


NO PROOF THAT HIGH INTEREST RATES INJURE BUSINESS 


Unfortunately the demonstration that high interest rates 
are injurious to business has not even proceeded to the ex- 
tent suggested. Not only has there been a notable absence 
of proof that the price which enterprise must pay for its 
funds has mounted, because of stock market operations, but 
nowhere in the economic literature which the author has 
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traversed does there appear anything in the nature of a 
demonstration that a high rate on borrowed money is a wet 
blanket on business. It is one of those propositions which 
establishes conviction by repetition and assumption. 


THE NATURE OF INTEREST 


In analyzing the role of interest in enterprise it will be 
necessary to state some matters in a way which may strike 
the reader as elementary. It is generally assumed that in- 
terest is the price paid for the use of money. Such a defini- 
tion the economist scorns. If he is of the psychological 
school he will urge that it is a premium paid for waiting. 
If he is a classicist or realist he will say that the productiv- 
ity of capital determines the rate of interest. Without in 
any way reflecting on the value of the contribution which 
the economist has made we shall eschew the opportunity 
to use a technical nomenclature and employ the language 
and concepts of the business man at the risk of professional 
criticism. 


INTEREST AS A PRICE PAID FOR MONEY 


It is supposed that the price paid for money corresponds 
to the rent which we pay for our homes, the fares we pay 
the taxi driver, the fee we pay for using the golf course 
or any other price paid for something which must be re- 
turned after using. Superficially it is true that when we 
borrow a hundred dollars we return that same hundred dol- 
lars at the end of the period and pay a premium which is 
called the interest. But there the analogy ends. The act of 
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borrowing money is attended by two conditions, the pay- 
ment of interest and the return of the capital sum. The 
latter is by no means the least important of the two. When 
the banker sizes up his client he gives no thought whatso- 
ever to the amount of interest he can get from the applicant. 
He is infinitely more concerned with the capacity of the 
client to pay back the principal. The same is true of the 
client. The rate of interest concerns him not half so much 
as the responsibility of paying back the principal sum. 

There is a vast difference between leasing an apartment 
for the year, paying the rent and vacating it at the end and 
borrowing a sum of money and paying the interest and the 
principal when the loan matures. The apartment is subject 
to a certain amount of wear and tear which is expected, but 
beyond that the tenant bears no responsibility for its condi- 
tion, its return, unimpaired, to the landlord, or its value at 
the end of the year. 

How different is the life of the capital sum which the 
banker has been persuaded to extend to the enterpriser. It 
is immediately converted into a thousand different shapes 
and forms, metamorphosed and transformed. It passes 
through the fires of risk and the wind and tide of business 
fortune. Once it comes into the hands of the borrower 
its life as a capital sum is brief. Its value to him depends 
upon his ability to convert it into the material elements of 
his enterprise and the certainty of repayment depends en- 
tirely upon his success in tracing backward the process of 
conversion from goods and services and rights and oppor- 
tunities once again to the liquid condition of bank credit and 
currency. 

When the banker scrutinizes the suppliant at the bar of 
credit he does not ask him, ‘“How much will you pay?” His 
question is, “What are you going to do with this and what 
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are your prospects of repaying me when the period ends?” 
The client’s prime interest centers in the answer to that 
second question. 


CAPACITY OF BORROWER TO REPAY LOAN 


Very obviously then the capacity of the applicant to em- 
ploy profitably the sum borrowed is the prime consideration 
both for him and for the banker. If a rise in the rate 
charged, from five to six per cent, is such as to place the cer- 
tainty of repayment in jeopardy then the success of the en- 
terprise rests on a margin of profit that is entirely too slen- 
der to justify the risk of the lender. Even if the alterna- 
tives are far more disparate and stand, let us say, at five 
or ten per cent, it can only be a venture in which interest 
is a dominant cost which will be made impossible by such 
a rise. 

As a matter of fact that very assumption underlies the 
honored axiom that high interest rates are a leaden weight 
on the feet of enterprise. Now if interest played the same 
part in business that wheat plays in flour milling or raw 
sugar in refining, it would be true that a rise in interest 
costs, compelling an upward readjustment of prices or a 
downward modification of profit would prove damaging to 
business, 


INTEREST AS A COST 


Turn now from the general and abstract to the particular 
and concrete. Let us determine, first of all, the part which 
interest as a cost does play in American business. The au- 
thor has taken the detailed income statements of twenty 
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representative industries and calculated the part of total 
business cost which must be devoted to interest. Out of 
every one hundred dollars spent by American industry, one 
dollar and ninety-three cents was for interest on both funded 
and unfunded debt. The significance of this can be better 
appreciated when we say that a doubling of the interest rate, 
let us say, from 6% to 12% would cause total expenses to 
rise 1.93%. Would this be an onerous burden upon busi- 
ness provided other factors were favorable, as indeed they 
are at present? Where is the business to-day aside from 
that of the stock market operator, which pays twice the 
rate it paid two years ago? If we take banking and con- 
sider the part played by interest on borrowed money and 
take the average of a nine year period, 1918-1926, which 
includes the years of heavy borrowing after the war, we 
find that the average National bank pays $5.44 out of every 
$100 it spends in the conduct of its business. If we take 
the years (fiscal) 1927 and 1928 this drops to about $2.00. 
This includes all the discount paid to Federal reserve 
banks for borrowed funds and is significant in the deter- 
mination of the efficacy of the discount rate although, cu- 
riously enough, it has never been considered in this connec- 
tion. 

Agriculture comes next with $8.58 out of every $100 
spent devoted to interest. The railroads follow with $8.75 
and Public Utilities are far in the lead with $14.55.* It has 
not.in all cases been possible to separate the interest paid 
into that on funded debt and that on floating debt. How- 
ever, the evidence so far as it is available shows that about 
one dollar out of every seven paid for interest is paid on 
short time or unfunded indebtedness, This indicates that 
about one per cent of the costs of industry, banking, trans- 


1See Chart No. VII. 
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portation, public utilities and agriculture are likely to be 
affected by temporary fluctuations in the market rate of 
interest. Assuming that the cost of short term funds has 
gone from four to six per cent during the past two years, 
the resulting burden on business would amount to one third 
of one per cent of existing costs. That enterprise which 
succumbs under this added burden cannot be other than in a 
sad state. 

Jt is true that if high rates continued indefinitely they 
would affect all refunding operations and all new issues and 
the higher rate would correspondingly add a further burden 
to business. As long as that rate remains within conceiv- 
able limits there can be little justification for a state of 
alarm. 


INTEREST RATES AND THE BUSINESS CYCLE 


If we consider the course of the business cycle and view 
business fluctuations over a long period it appears that high 
interest rates usually accompany great business activity 
and low rates business stagnation. If we attribute causal 
significance to interest, as a cost, then the relationship 
should be the exact opposite, that is to say, high interest 
rates being a deterrent to business should be in evidence at 
a time when business is declining and low rates at a time 
when business is reaching for the crest. Money rates are, 
as a matter of fact, good barometers of the state of business. 
When the prospects for the profitable employment of cap- 
ital are excellent there is keen competition for the use of 
capital sums available in the form of savings and as bank 
credit. It is but natural that those who control these com- 
plementary instruments of commerce and production should 
be able to exact a higher price. These higher rates, there- 
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fore, are but indicators of a healthy state of business even 
as freight car loadings and pig iron production are consid- 
ered promising augurs for the ship of enterprise. 

Let us apply the test of money rates to business activity, 
industrial production and construction. The index of bus- 
iness activity is that of the Annalist; the index of industrial 
production is based upon the production of manufactures 
and minerals and has been developed by the Federal reserve 
board; the index of construction is based upon the figures 
of the F. W. Dodge Corporation as reported in the Federal 
Reserve Bulletin and money rates are the average for 4-6 
months commercial paper in the open market in New York 
City. The latter are the most sensitive of all commercial 
rates and are most likely to be influenced by the rates on 
the call market.* 

Starting with the low money point in 1924 we discover 
oddly enough that our other three indices are likewise 
touching the bottom at about the same time and that all 
four have dropped together from higher levels. As they 
rise they move together. In 1927 we notice a slight de- 
pression. This it will be recalled is the year in which Fed- 
eral reserve policy favored low rates and low rates were 
actually the order of the day. We have heard a great deal 
lately of high rates and their effect on construction. It is 
therefore singular that the high and relatively stable level 
of construction should have suffered a marked decline in 
that particular year. 

“Since 1925 the country’s annual construction volumes 
have held at fairly stable levels —Even though we had one 
year of definite recession in construction activity (1927), 
the recession was not more than 5 per cent. The fact is that 
the whole period from 1925 to the present time has been one’ 

1See Chart No. VIII. 
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Open Market Rates Annalist Industrial 
New York City, Index Production Construction 
Prime Commercial Business 1923-1925 = 1923-1925 


1924 Paper, 4-6 mos. Activity = 100 = 100 
eee Ae75 104.0 100 99 
Tejkeuete 4.75 105.0 102 104 
NE eee 4.62 102.8 IOI 99 
eee. 465 99.3 95 98 
Mise 4.25 92.4 89 93 
tee 3.62 86.9 85 gI 
ery. 3.37 86.8 84 84 
ANee nee 3-12 89.8 89 83 
tenes 3-25 95-7 94 go 
8 ks Sree ae 97-7 95 100 
Nour oe 3.37 97-4 97 103 
Dea 3.62 IOI.5 IOI 98 
1925 
She oe 225 102.4 106 98 
| as A Ba75 102.9 105 104 
Mee 4.0 102.6 105 107 
ts hes A 4.0 103.4 103 113 
Mis 2707 IOI.4 103 113 
sei wists BEOT 98.5 102 128 
Seana Aer LODE 104 128 
Arn onion 4.25 100.7 103 135 
SL OMGICIO 6 Ars 100.8 102 135 
Oren 4.37 102.1 105 125 
Nee 4.37 104.0 107 127 
Dax 4037 105.8 109 145 
1926 
eres AG 4.37 102.3 107 143 
Bee ake 4.25 103.2 107 145 
Meroe 4.37 104.7 108 129 
AGE eae! 4.37 103.7 108 120 
1 Ware 4.00 101.6 107 123 
eee 4.00 103.2 108 ey 
Rares Ante 102.8 108 124 
Aichi 4237 105.0 III 133 
Nyon: 4.62 TOV RE II2 134 
Oper e an 4.62 105.0 III 122 
IN esses Ags T0347 108 130 
Diteetics 4.5 103.2 106 142 
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Open Market Rates Amnnalist Industrial 


New York City, Index Production Construction 
Prime Commercial Business 1923-1925 1923-1925 

1927. =Paper,4-6 mos. _ Activity = 100 = 100 
Nees 4.25 100.2 107 120 
Brahe: 4.12 103.6 109 131 
1.4 Fpaen Acie 107.0 112 134 
Norio. 4.12 103.6 109 127 
1 | ei AGI? 104.0 IIt 122 
aera 4.25 102.8 109 141 
1 eee 4225 100.7 106 128 
! eee 4.00 IOI .9 107 Lor 
SS aa 4.00 IOI.I 105 125 
yee tc: 4.00 O755 103 133 
i rer 4.00 94.4 99 125 
LS pee 4.00 92.3 100 126 

1928 
ieee 4.00 97.0 105 133 
ese 2% 4.00 98.9 109 153 
i Os oe 4.12 98.6 109 128 
J ha 4.37 99.0 109 135 
eee 4.5 100.4 109 148 
ieee 4.75 97.8 109 145 
; eee eo 12 99-7 fe) 139 
i ON 5.37 1653 112 113 
Sepa Say IOI .3 114 140 
Oe 2s 545 102.6 114 141 
UNG coerce 5237 IOI.5 112 126 
10) agua S37. 99.1 113 116 

1929 
Jeo coe acs R237 104.1 117 128 
| a 5-5 104.9 117 119 
1 Oey 575 102.5 119 104 
ON oi 6.00 118 135 
i eae 
: a ae 


Source: Federal Reserve Bulletins. ae 
The Annalist : The index is adjusted for seasonal variation, long time 


trend and variation in cyclical amplitudes. 
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of general readjustment following the great expansion 
period that came before.” : 

In 1928 money commences a rise that is almost vertical 
and then pausing during the latter part of the year starts 
anew in the first quarter of the present year. For the entire 
year of 1928, building construction, business activity and 
industrial production reached new high levels. The prophets 
of calamity searched the statistical horizon frantically for 
some evidence of depression. If this prosperity continued 
to fly in the face of Providence then their fundamental 
faith stood in imminent jeopardy. When, therefore, build- 
ing construction, although still well above the 1923-1925 
level, showed some slight signs of recession the entire fra- 
ternity of forecasters who predicated business depression 
upon high money rates seized upon it as a welcome omen 
from that heaven which seemed to have repudiated their 
faith. Unfortunately the sign proved to be but a taunting 
mirage since construction made measurable recovery during 
the month of April. This is indicated by the weekly reports 
of the Department of Commerce and the report of T. S. 
Morgan, President of the F. W. Dodge Corporation, pre- 
viously quoted. 


MONEY RATES AND CONSTRUCTION 


However, there are other elements in the building situa- 
tion which should compel us to view the prospects with cau- 
tion. The tremendous boom which has characterized this 
industry for the past ten years can hardly be expected to 
continue, no matter what the money rates may be. The 


r Truman S. Morgan, President, F. W. Dodge Corporation, New York 
Times, May 5, 19209. 
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large number of vacant residences in many of our urban 
communities indicates a state of saturation which can be 
remedied only by slackened construction in the future. This 
does not mean that the industry as a whole need regard the 
future as dark. This state of saturation is most likely to be 
reached in residential construction which probably consti- 
tutes about a third of total construction for the past year. 

Oversupply in educational buildings, public works and 
commercial, industrial and public utility construction is 
hardly in sight and it may well be that the growth in the 
latter will offset the decline in the former. It is significant 
that the decline in building should take place in precisely 
that field in which high money rates are least effective in 
influencing commitments, namely, in residential construc- 
tion. The change in the rates on commercial paper in the 
open market in New York City will hardly affect the in- 
terest rates charged by building and loan associations in 
Kansas, or for that matter, even in New York City. The 
rate may affect speculative building and real estate develop- 
ments which, we submit, is not an unmitigated evil. 


CONSTRUCTION FOR HALF A CENTURY 


In order to view the construction problem in some per- 
spective let us examine the course of construction for the 
past half century.” Our figures have been corrected for 
construction costs so that the dollar which was spent in 1882 
has the same equivalent in terms of bricks and labor as the 
dollar which is spent in 1928. We have drawn what the 
statistician calls a normal trend line which passes through 
all the points in such a way that the sum of the squares of 


1See Chart No. IX. 
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Money RATES AND CONSTRUCTION 


Construction (2) Money Rates (*) 
1882... sve wade ees 42.6 715 
1889s oie strewn. tens 48.3 113 
ESGA dicecus icidircsne sate 48.8 106 
TSS ws.. wae aoe ae 56.6 83 
TO86 sce dewees 63.2 96 
L887 ccasd as wonses 66.8 117 
LSSSy oe kc eames 60.2 100 
5580 7. cen eyeing eae 78.5 98 
POQO Mens ee eee 92.1 114 
LSQU Sheen. hae ues Sys2 110 
LSO2s00n9 ae ee 95.0 83 
1803 sae e eee 67.2 142 
S042... eee ee 65.3 62 
ESOS oo 5es pore Ql.7 75 
TEOC gee aces 76.1 116 
1897.. 85.9 72 
TDOG jac sperreseee rei 78 
1000720; 1) ee go.8 83 
TQOO whiten 0 Ges o27 89 
TQOE Sse caete a 95-9 87 
1902. 03 5a 85.3 99 
TQO3 iat oom erie tere 82.2 III 
TOQA d,s AR eran 97.8 86 
TODS se secur ona Seas 133.4 89 
T0060 scar Seas 128.9 115 
LOOT < fale sb eee DleRe 128 
EQOS Shao. cheer ae 102.5 go 
LOCO Tas cece ean 139.1 80 
EQTO Mata caten aee TiS <i IOI 
TOLIA Sein akan 114.2 82 
LOLI Sc hin scteeaeenes 120.9 95 
IOL3 feueziee petri 100.0 114 


1 This is an index of building permits and real estate transfers in seven 
cities used by Carl Snyder (Business Cycles and Measurements, p. 275). It 
is the only index covering building available for so long a period and has 
the additional merit of being corrected for changes in construction costs. It 
has been brought to date by the author by link chain relatives. 

* Carl Snyder, op. cit., p. 309, table of rates on 60-90 day prime commer- 
cial paper 1875-1925 and brought to date by author. 
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MONEY RATES AND CONSTRUCTION 1882-1928. 


Money rates 1875-1923 = 100. 


Construction 1913 = 100. 
Trend 1882-1925, calculated by method of least squares. 


All data corrected for price changes, 
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Construction Money Rates 
ache Wace CER UE 98.1 07 
EQUG dice cote a ete Tiida 70 
LOLOahesten ects s oes 116.5 69 
LOE Foie Weer 54.6 96 
LQ LO spencer OMS vit I19Q 
TOLQ aan ae orice 84.4 IIo 
EQ 2Oeivtonndeeane acronis 68.0 149 
IOQ2T ss chee come 23.5 Tg 
TO22 crusty vycit or seces 192.4 go 
LOPS bee data yee L849 07, IOI 
LO 2A OR oe ae nies 221.6 79 
TQS ae cere ones 203.5% 81 
TOL0M Panes 290.0 87 
TQ 27 aichawr veo serena 287.0 82 
LQ 2S see ten see 298.0 97 


the distances above this normal line are equal to the sum of 
the squares of the distances below the line. 

While there is nothing inexorable about the future which 
such a trend line indicates it is nevertheless proper to regard 
it as a bit of pertinent evidence. It shows the amazing 
character of construction growth during the past ten years 
and the practical absence of the post-war slump which 
afflicted almost every other industry. The evidence makes 
it altogether reasonable to suppose that construction may 
experience a pause if not a recession in the future and 
that, apart from any considerations of low or high money. 
However, if it does drop we may be sure that it will be em- 
ployed to vindicate those whose vision high money rates 
have visited with sinister hobgoblins. 


MONEY RATES AND FOREIGN TRADE 


The latest spectre to disturb the peace is the injury to our 
foreign trade which certain seers contend is visible on the 
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horizon as a result of stock speculation. Stock speculation, 
thou art the mother of many strange creatures! 

“Tt would seem to be a long shot from inflation of credit 
in speculation in stocks to restriction upon the sale of our 
surplus products abroad; but signs are appearing that the 
danger is actual—the effect may follow the cause. 

“After all the facts are rather simple and easy to under- 
stand. America, in its urge for money to speculate in 
stocks, is paying high interest rates and for that reason 
money has been flowing to this country from all nations 
which come in contact with the world’s money markets.””* 
The argument then continues to the effect that foreign loans 
in this country have also declined because of high rates and 
that these funds, no longer available, plus the funds which 
are flowing into Wall Street from the far corners of the 
earth, are impairing the ability of other nations to purchase 
our surplus products. The argument is plausible, and were 
it also correct it would add another sin to the nefarious 
crown of Wall Street. 

We are indebted to two recent surveys for some vital 
facts bearing on the issue. In the Monthly Review of 
Credit and Business Conditions by the Federal Reserve 
Agent at New York, issued on May first, we discover 
that total foreign funds in this country at the end of 1928 
had declined exactly $100,000,000. During the course of 
that year $107,000,000 was taken from foreign deposits 
and from investments in treasury certificates and placed in 
brokers’ loans. When we consider the totals both of brokers’ 
loans and of foreign funds in this country the change may 
be said to be without appreciable significance. 


1 New Vork Evening Post, May 4, 19209. 
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FoREIGN FUNDS IN THIS COUNTRY 


(IN MILLIONS OF DOLLARS) ‘ 


Dec. 31, 1927! Dec. 31, 1928 


Foreign deposits. .. 5.00.2 desseeeee eee 1,938 ty Lae 
Borrowings from foreigners............-- 109 201 
Employed in bankers’ acceptances....... 406 570 
Employed in brokers’ loans.............. IOI 208 
Employed in treasury certificates........ 445 174 
Employed in other short-term loans...... 13 8 

Total suseracisuuhe eee naa ncen rae erm one 3,012 2,012 


The flow of funds to this country in a volume sufficient 
to embarrass the purchasing power of our foreign cus- 
tomers is hardly in evidence. Let us call this an unsup- 
ported hypothesis. 


DECLINE IN FOREIGN FINANCING AND THE “DANGER” TO 
OUR EXPORTS 


It is true that foreign financing declined radically during 
the last half of the past year and the first quarter of the 
present year but that this constitutes a danger to our ex- 
port trade rests upon no sounder basis than the previous 
premise. Again we are grateful for a careful study of the 
facts made by Paul Dickens of the Commerce Department. 
Financing by foreign nations in the United States during 
the past year amounted to $1,487,861,000, of which total 
$845,135,080 was for a non-governmental purpose. 

The composition of this latter amount is interesting. We 
find substantial sums of American capital invested in for- 
eign paper, mining, oil, iron and steel, chemical, textile, 

1 New York Times, May 2, 1929. 
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and merchandise corporations. Will a decline in such in- 
vestments impair the ability of foreign nations to purchase 
our surplus exports? In point of fact the exact contrary 
is the case. These industries all produce goods which are 
either sent to this country to compete with domestic prod- 
ucts or displace American goods which have previously 
been purchased. To the extent that such financing makes 
it possible for these enterprises to succeed, to that extent 
precisely is the market for our own goods impaired. 

We have no intention here to support a narrow mercan- 
tilistic view of international trade, and we make no sugges- 
tion for the restriction of the free flow of capital to that 
part of the world in which it can discover its greatest re- 
ward. But when it is seriously contended, with a view to 
deepening that page of guilt, so repeatedly flaunted in the 
face of Wall Street, that the decline of foreign financing 
may impair our export trade we submit that the exact op- 
posite can be reasonably established. 


EXPORT TRADE DEPENDENT UPON BORROWED FUNDS 
UNSOUND 


Finally we may say with respect to this latest bogey that 
an export trade dependent substantially upon borrowed 
funds has a rotten core. Such an expedient is permissible 
in an emergency, and there is every sympathy for the effort 
of Europe to repair the capital structure of productive 
wealth which was so seriously damaged during the war, but 
the movement of capital in that direction cannot continue 
forever. Eventually the tide will have to turn. Some day 
Europe will have to pay us each year, in terms of her own 
exports, annual sums which will balance not only the stream 
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of goods and services which we send to her, but also the 
service charges on the debt which has been established dur- 
ing the past fifteen years. When that turn in the tide of 
trade comes it will be an egregious error to attribute it to 
stock speculation and the high rates which “reckless gam- 
blers” pay for the materials of their “impious” operations. 


THE FARMER AND HIGH MONEY RATES 


These solemn soothsayers have read from the entrails of 
the sacrificial beast grave portents concerning the fall. 
Foreign buyers will not be able to relieve the farmer of his 
surplus because of high rates in Wall Street. This would 
make it appear that the deliberations of Congress on the 
subject at the present time are a trifle futile. Would it not 
be much simpler for Congress to decree a low rate in New 
York and thus assure the farmer a fair price for his wheat 
by making it possible for the foreign buyers to borrow 
money cheaply with which to buy the wheat to make the 
farmer happy? No more far-fetched piece of reasoning 
has ever been expounded in the classroom. Lest we seem 
to have strained a point to set up a straw man let us take 
the statement of the National City Bank: 

“Unless some solution of the present credit difficulties 
can be found before then (the fall) that will permit of the 
lowering of interest rates and the development of a bond 
market in time to start a reversal of the flow of funds to 
this centre, there is real danger that foreign purchasing 
power will be so lacking as to materially affect our ability 
to dispose of our agricultural surplus without which the 
level of agricultural prices cannot be maintained, to say 
nothing of retaining to the fall those markets for manu- 
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factured goods which have become so important in our na- 
tional economy.” 

It is extremely doubtful if there is any significant con- 
nection between money rates and the price of wheat. The 
latter is determined in a world market by world-wide con- 
ditions of supply and demand. If the ability of the world 
to purchase our surplus wheat, after its price is established 
by factors which haye but a tenuous relation to the money 
market, depended upon funds borrowed in that same mar- 
ket, then the whole edifice of foreign trade would be rest- 
ing upon a foundation of sand. The ability of the world to 
buy our wheat depends upon the amount of goods and ser- 
vices we buy of them. It will depend infinitely more upon 
the number of American tourists who go to Europe than 
upon the rate for call money and the size of brokers’ loans. 


BROKERS LOANS TOO HIGH? 


The current reports of the state of business make it ab- 
surd to say that it is suffering from high money. Since 
this avenue of relief for the alarmist is blocked, is it not 
true that brokers’ loans are too high nevertheless? No mat- 
ter if business is well supplied with funds and prospering 
is it not possible that brokers are using more money than is 
proper? And that raises the question. Just what is a proper 
amount to be used in the stock market? The objection is 
that Wall Street is buying stocks for which it fails to 
pay except with borrowed money. In some inscrutable 
fashion the purchase of rights without making complete 
payment at the time has become pregnant with sinister im- 
port. Just why marginal buying in stocks should be con- 


1 Bulletin, National City Bank, May, 1929. 
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demned, while the same kind of buying of railroads, public 
utilities, farms, homes, radios and refrigerators should 
meet with approval, has not been made clear. 


BUYING WITH BORROWED MONEY 


Very few things in this world can be judged absolutely, 
and to say that brokers’ loans at one time are six billion 
and at another five billion means nothing at all unless we 
can compare the dependence of security ownership upon 
borrowed funds with the similar dependence of other evi- 
dences of proprietorship. If we take the latest figures for 
the value of securities listed on the New York Stock Ex- 
change, we find stocks valued at $69,770 millions as of 
April first, 1929, and bonds at $47,497 millions as of De- 
cember first, 1928. Total brokers’ loans as of April first 
are $6,804 millions... We may say, therefore, that for every 
$100 of securities held $5.81 is borrowed. 

Now the farmer has never been accused of leaning too 
heavily upon the credit supply, and we hear no demands to 
restrict the flow of credit into agriculture. If we take the 
total mortgage debt of all farms in the United States and 
omit short-time loans we find that for every $100 of farm 
property, not counting implements and stock, $9.10 has 
been borrowed.’ 

Let us examine public utilities. We have the figures for 
86% of all telephone systems in the country, all central elec- 
tric stations, and all electric railways. Here we find that 
for every $100 of valuation $45 represents borrowed funds.® 

1 All figures supplied through courtesy of Dow, Jones & Co. 


? Data is taken from the Census of 1925. 
* Data taken from Statistical Abstract, U. S., 1928. 
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Making the same comparison for railroads we find that 
our borrowed funds mount to $57 for every $100 worth of 
railroad. Why do we hear no hue and cry about the undue 
diversion of credit into these industries ?* 


BANK CREDIT IN BROKERS’ LOANS 


We have heard repeatedly and at length that the stock 
market is absorbing an undue portion of the nation’s bank- 
ing funds. Let us look into this. At the end of 1928 total 
loans and investments of all banks in the United States 
amounted to $58,266 millions. Of this total, $2,774 mil- 
lions represented brokers’ loans, or about $4.93 out of every 
$100 which a bank loaned. If, as has been illogically main- 
tained, we should add the loans for the account of “others” 
the two would represent but 8.9% of the total of loans and 


1 See Chart No. X. 

?It will be argued that the published brokers’ loans do not represent the 
total amount borrowed on securities. This is true and we have seen some 
estimates that push the total to 17 billions. Aside from the uncertainty of 
this total we must say that the securities listed on the New York Stock Ex- 
change are only a part of the total which are used for the purpose of bor- 
rowing funds. We have not included the securities of the Curb Market, or 
the bank stocks, or investment trust stocks. Every city of any importance 
in America to-day has a stock exchange. If we are going to consider the 
total of bank loans which rest upon securities we must also take into account 
the total of securities. On the other hand, some of the stocks included in 
our total represent duplications. It is impossible to say how many. 


SOURCES FOR CHART ON INTEREST As A Cost 

Industry 

Advance Rumely, agricultural implements. 

Allis Chalmers, heavy machinery. 

Central Alloy Steel. 

Cluett, Peabody, textiles. 

Chile Copper. 

Coca-Cola. 

Colorado Fuel & Iron. 
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wort LOANS AND 
DISCOUNTS 

WEALTH OF COUNTRY ALL BANKS 

1928, 467 BILLIONS 58.266 MILLIONS 


EXCHANGE 
(17 BILLIONS 


BROKERS 
LOANS 
DEC.1928 
5,193 MILLIONS 


Ws “ “ 
FOR OTHERS 

WA 2312 MILLIONS 
LOANS BY BANKS 
2774 MILLIONS 


Cuart No. XI. 


STOCK EXCHANGE SECURITIES AND TOTAL WEALTH COMPARED 
WITH BROKERS’ LOANS AND LOANS AND DISCOUNTS 
OF ALL BANKS 


Sources: Estimate of wealth is based on work of Wesley C. Mitchell, W. I. 
King, W. R. Ingalls and the Bureau of Census. The Stock Exchange figures by 
the courtesy of Dow, Jones & Co, Loans and discounts of all banks as appear 
in comptroller of currency reports, Brokers’ loans taken from the Federal Re- 
serve Bulletin. 
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investments. To bring out fully the significance of this ra- 
tio let us develop another, namely, the ratio between the 
value of securities listed on the New York Stock Exchange 
and the country’s total wealth. The author has estimated 
the latter for 1928 at 467 billions.’ The total of securities 
on the New York Stock Exchange amounts to 117 billions 


Consolidation Coal. 

Copper Range, mining. 

Cuba Cane Sugar. 

Cudahy Packing. 

Curtis Aeroplane. 

Drug Incorporated. 

E. I. du Pont de Nemours. 

Loews, amusement. 

Marland Oil. 

Mid-Continent Petroleum. 

Motor Wheel. 

National Bellas Hess, mail order and merchandise. 

National Dairy Products. 
All data taken from income statements in Standard Corporation Records. 
The field is stated only where the title of the company fails to indicate it. 


Railroads 
Baltimore & Ohio. Norfolk & Southern. Northern Pacific. 
Pennsylvania. New York Central. 
All data taken from income statements in Standard Corporation Records. 
Banks 


All data taken from Annual Reports of the Comptroller of the Currency 
and covers years 1918-1926. 
Public Utilities 
All central electric stations in U.S. Statistical Abstract, 1928, p. 326. 
All electric railways in U. S. Ibid., p. 409. 
All telephone systems in U. S. Ibid., p. 353: 
86% of total. 
Agriculture 
The data is taken from the Yearbook of Agriculture, 1927, p. 1133, and 
comprises the average of returns from the following farms: 
1922— 6,094 1924—I5,103 1926—13,475 
1923—16,183 1925—15,330 


* This is based upon the studies of Wesley C. Mitchell, Business Cycles, 
National Bureau of Economic Research, 1927, pp. 90-100, 140-146. We 
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and represents approximately 25% of the nation’s wealth. 
We may say, therefore, that rights equal to one-fourth of 
our total wealth employ one-twelfth of our total banking 
resources. Current alarm finds little sustenance under 
either comparison. 

We must conclude that business is not suffering visibly 
from high money rates, that it has not been deprived of 
necessary credit, and that the stock market, by no test which 
may reasonably be applied, absorbs more than its fair share 
of the country’s funds. 


have taken the material assembled by Professor Mitchell and using the rate 
of growth of national income for the period 1920-1926 estimated the na- 
tional income for 1928 at 85 billions. In the past there has been a rough 
ratio between annual income and total wealth of about 1:5.5. Employing 
this ratio for 1928 we get a total of 467 billions. It would be better perhaps 
to say that the total wealth, when more carefully estimated, will prove to 
be between 450 and 500 billions. 
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CONCERNING THE RESPONSIBILITY OF THE STOCK MARKET 
FOR THE INCREASE IN BANK CREDIT 


Growth in Security Values — Growth in Bank Credit — Criticism of 
Figures — Inconvenience of “Domestic” Borrowing — Brokers’ Loans 
Serve Legitimate Merchandising Function — Miracles. 


V 


CONCERNING THE RESPONSIBILITY OF THE STOCK MARKET 
FOR THE INCREASE IN BANK CREDIT 


UNDER date of February 21, 1929, the member banks of 
the Third Federal Reserve District received a circular let- 
ter which started as follows: 

“You are doubtless aware of the basic facts that the pres- 
ent volume of bank credit is very large; that it has been in- 
creasing at a rate out of proportion to the country’s trade; 
that the greater part of the recent increase has been ab- 
sorbed in speculative security loans; and that this growth 
of credit has coincided with a loss of approximately $500,- 
000,000 in the gold which forms its base.””* 

We have already discussed the danger to our gold supply 
of a loss of gold, and have also considered the propor- 
tionality of business and credit growth. The statement 
“that the greater part of the recent increase” in credit is 
attributable to stock speculation is but another phase of the 
current stock market phobia. Let us examine the record. 


GROWTH IN SECURITY VALUES 


The above statement was made in February of 1929. 
Turning back exactly three years to February, 1926, we find 
that the total value of stocks and bonds listed on the New 
York Stock Exchange is $70,933 millions and that brokers’ 


1Ttalics are ours. 
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loans are $3,513 millions. Three years later these figures 


are $118,558 millions’ and $6,735 millions respectively. 
The growth in the values of listed securities amounting to 


$47,625 millions was financed by an increase in brokers’ 
loans of $3,222 millions. 


GROWTH IN BANK CREDIT 


Turn now to the figures for bank credit. On Dec. 31, 
1925, the total of loans and investments of all banks in the 
United States amounted to $50,919 millions. Three years 
later this total had increased to $58,266 millions, a growth 
of $7,347 millions.” In the paragraph above we have used 
the total of brokers’ loans reported by the New York Stock 
Exchange. This is always greater than that reported by 
the member banks in the City of New York since it in- 
cludes loans not only from the member banks but from all 
individuals and institutions which lend on the market. If 
we take the figures for member banks in New York City 
we find them in February, 1926, at $3,119 millions, of which 
$608 millions is for the account of “others,” 7. e., the re- 
porting banks do the lending but for the account of their 
clients and not for themselves. In February, 1929, the 
total had grown to $5,555 millions, of which $2,656 mil- 
lions is for others. Subtracting the loans for others from 
the totals, we find that the member banks of New York 
City have raised their total of loans on the stock market 
for themselves and their correspondent banks in the interior 


Figures for bonds included in this total are for Dec. 1, 1928 while the 


stocks are for Feb. 1, 1929. These figures were furnished by courtesy of Dow, 
Jones & Co. 


* Federal Reserve Bulletin, April, 1929, p. 306, and October, 1927, p. 742. 
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from $2,511 millions in February, 1926, to $2,899 millions 
in February, 1929." 

Since we cannot tell how much of the total of brokers’ 
loans as reported by the New York Stock Exchange are 
made by the banks of the country and how much for others, 
let us segregate the figures for the member banks. On De- 
cember, 1925, the total of loans and investments for mem- 
ber banks stood at $31,199 millions,” while three years 
later it stood at $35,684 millions,? a growth of $4,485 mil- 
lions. During the same period the brokers’ loans of these 
banks increased $388 millions. The growth in brokers’ 
loans therefore accounts for 8.65 per cent of the “recent 
increase” in member bank credit. Only the exigencies of 
a frail brief could characterize that as ‘‘the greater part of 
the recent increase.” 

During this three year period the credit extended by mem- 
ber banks grew 14.38 per cent while the part represented 
by brokers’ loans increased 15.43 per cent, a slight in- 
crease for the latter but hardly a cause for alarm. 


CRITICISM OF FIGURES 


It will be necessary to anticipate a criticism of the fig- 
ures. Whoever finds them unpalatable will urge that the 
figures for brokers’ loans, even the larger total reported by 
the New York Stock Exchange does not begin to cover the 
total of loans made on securities throughout the country, 
that many speculators finding brokers’ charges for loans 
mounting, resort to their own banks for accommodation. 

1See Federal Reserve Bulletin, May, 1928, p. 317, and May, 1929, p. 322. 


2 Federal Reserve Bulletin, Oct., 1927, p. 743. 
3 Ibid., April, 1929, p. 306. 
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That this is actually taking place we need not question. 
There can be no doubt but that a substantial amount of 
stock trading is being financed by banks in the interior 
with credit extended to legitimate customers on securities. 
There is no way of telling how much this may be. Some 
estimates have placed the total at $17 billions, and one has 
pushed the figure beyond one half the total bank credit 
of the country. 

It is rather difficult to regard such estimates as demon- 
strated statistical verities. The banks of the country have 
always made substantial loans on securities. It is a con- 
venient way for the business man to secure the accommoda- 
tion necessary in the conduct of his business. It spares him 
the disagreeable task of finding an endorser and provides 
the bank with a liquid security superior in safety and con- 
venience to a second name. It is hardly accurate to drag 
in perfectly legitimate loan operations involving securities 
for the purpose of magnifying the appalling spectre of 
speculation. 


INCONVENIENCE OF “DOMESTIC”? BORROWING 


A second consideration induces us to minimize the im- 
portance of this “home” support of the speculator. In 
order to borrow from his own bank the securities must be 
delivered to the bank unless the latter agrees to wait for 
delivery and is willing to advance the funds necessary to 
complete payment on the stocks. Such a procedure might 
prove to be very embarrassing for the bank, particularly if 
a bank examiner should arrive and discover that the bank 
had already advanced its client a loan, the security for 
which was due to arrive in the mails two or three days 
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later. The same difficulty of physical delivery appears in 
the sale. While these obstacles to the use of domestic credit 
are not insuperable, they are nevertheless substantial and 
it is rather difficult to see how an active operator could 
carry on continuously on the basis of credit provided by the 
home bank. 


BROKERS LOANS SERVE LEGITIMATE MERCHANDISING 
FUNCTION 


A third consideration is the fact that a part of the total 
of brokers’ loans reported by the Stock Exchange is used 
for an entirely legitimate investment and merchandising 
function. We use the word “legitimate” at this point with- 
out prejudice to the proposition that all brokers’ loans serve 
a legitimate purpose. New issues of stocks and bonds are 
usually marketed as any other merchandise. Their appear- 
ance is preceded and accompanied by a certain amount of ad- 
vertising, the salesmen of the banks which comprise the mar- 
keting syndicate receive their instructions and the investing 
public is prepared for the absorption of the new issues. 
This takes time. It is necessary to establish the confidence 
of the investor, to persuade him of the value of the issues 
and to await a certain amount of seasoning. During that 
interval the investment syndicate must support the issue 
and in doing so is compelled to borrow. Such loans, serv- 
ing an invaluable process of investment distribution are 
counted in the total of our brokers’ loans. How great the 
loans for this purpose are we cannot say, but an examina- 
tion of new financing, let us say, for the first quarter of 
each year is enlightening. 
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NEW FINANCING FOR IST QUARTERS 1925-1929 


HOY RE SERLAC e OS OT IRICE Ct $2,972,987,1701 
LOQG capes. she tome eae oe 2,332,272,160 
Noe) fe eRe ork: omic Pennie tes nk 2,050,456,085 
LO20 socks od pes oe ote ore eee tea 1,652,874,400 
L025, ce Me ee eee nate ae nee 1,490,032,150 


These figures are exclusive of foreign government issues 
and are significant both because of the magnitude of the 
totals and the fact that they have doubled during the past 
four years. In connection with the last point it should be 
noted that the rate of increase in new financing for the 
past three years approaches that for brokers’ loans. The 
former is 80 per cent while the latter is 92 per cent. 


MIRACLES 


We can conclude in the face of this evidence that the 
identification of the “greater part of the recent increase” 
in credit with “speculative security loans” is gratuitous. 
Furthermore, to suggest that there is any significant causal 
connection between an increase of $388 millions in member 
bank brokers’ loans and the rise in the total of stocks and 
bonds amounting to $47,625 millions is to ask us to believe 
that mice can move mountains. Were it true, we should 
recommend it immediately to Mr. Ripley for inclusion in 
the next edition of “Believe It Or Not.” 


1 Figures by courtesy of Dow, Jones & Co. 
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Borrowing an Abuse? — Surplus Reserves — Federal Reserve System as 
a Storehouse for Gold — Occasional Abuses — Dual Character of Central 
Bank Reserves — Recent Expansion — Recent Growth of Bank Credit 
No Explanation of Member Bank Borrowing — Too Much Gold — Re- 
serve Authorities Encourage Export of Gold — Wherein the Reserve 
Board ‘‘views with alarm”? — The Board Tells the World — Reasons 
Are Not Always What They Seem — Extent of Member Bank Indebted- 
ness — Present Borrowing Not an Abuse — Banks Do Not Borrow to 
Re-lend — Borrowing the Result of Changes in the Credit Structure, 
Not a Cause — Needs of the Business Community the True Origin of 
Bank Credit — Central Bank as a Buffer and Automatic Adjuster — 
Increase in Reserves Follows Expansion in Credit — Borrowing Caused 
by Federal Reserve Policy — Permanent Borrowing by the Member 
Banks Necessary — Advantages of Borrowing — Criticism of Member 
Bank Borrowing Not Creditable to the Board — Nothing Inherently 
Reprehensible in Member Bank Borrowing. 


VI 
CREDIT EXPANSION IN THE FUTURE 


WE may take as our text a paragraph in the March issue 
of the Federal Reserve Bulletin: 


“It is a recognized principle that reserve bank credit 
should not be used for profit, and that continuous indebted- 
ness at the reserve banks, except under unusual circum- 
stances, is an abuse of reserve bank facilities. In cases 
where individual banks have been guilty of such abuse, the 
Federal reserve authorities have taken up the matter with 
officers of the offending banks and have made clear to them 
that their reserve position should be adjusted by liquidating 
a part of their loan or investment account rather than 
through borrowing. Abuses of the privileges of the Fed- 
eral reserve system, however, have not been general among 
the banks. The tradition against continuous borrowing is 
well established and it is the policy of the Federal reserve 
banks to maintain it.’”* 

We are impelled to raise certain questions: 

Is borrowing, continuous or occasional, necessarily an 
abuse of the common resources of the Federal reserve sys- 
tem? 

Is the present borrowing against which the above state- 
ment is directed indictable on grounds of abuse of rights 
in a joint reserve? 

Will it be possible to adhere to the “tradition against con- 
tinuous borrowing” in the future and will it be wise to at- 
tempt to do so? 


1 Federal Reserve Bulletin, March, 1929, p. 177. 
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BORROWING AN ABUSE \ 


Let us consider the first question, one that concerns the 
inherently culpable character of continuous accommodation 
at the central bank. A few elementary observations are - 
necessary. The central bank is properly the guardian of 
the ultimate reserves of the nation’s banking system. Un- 
der its stewardship excesses in the rate of accumulation of 
gold are permitted to gather in its vaults and are registered 
in the form of higher reserve percentages. On the other 
hand when gold is not available in the periodic increments 
necessary to enable member banks to accommodate a nor- 
mal growth of credit it is the duty of the central bank to 
extend the use of its accumulated reserves to the banks of 
the system. That is the essence of elasticity. 


GOLD MOVEMENTS 


It is a matter of common knowledge that this country has 
been passing through the former experience up to April of 
1927 and through the latter in the following year. Our 
gold stock increased from approximately 2.7 billions of dol- 
lars in the early part of 1920 to 4.6 billions in April and 
May of 1927." From the latter there was a drop down to 
4.1 billions in June of 1928, from which point it has again 
increased to 4.259 billions at the end of April, 1929. 

From the middle of 1920 to the middle of 1927 our mone- 
tary gold stock increased 68.5%, our total monetary stock 
10.8% and total bank credit 37.0%. Since the latter date 


1 Annual Reports of the Federal Reserve Board. 
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the gold supply has declined 432 millions, the stock of money 
329 millions, while total bank credit has increased about 4 
billions.* The increase in the latter item consists almost en- 
tirely of time deposits and does not impose any great burden 
upon our fundamental gold reserves. To illustrate the com- 
parative rates of increase of gold, money and bank credit 
during the earlier period, we may say that gold showed a 
simple annual rate of increase of 9.78%, money 1.54% 
and bank credit 5.8%. Since the economy in total monetary 
stock has not been reflected in a decline in circulation the 
member banks of the system have been confronted with net 
requirements amounting to the loss of gold plus the unex- 
pended increase in the capital and surplus of the Federal 
reserve banks,’ a total exceeding 450 millions. 


SURPLUS RESERVES 


Private banks are operated for profit solely and do not 
retain idle reserves. The maintenance of surplus reserves 
is the peculiar responsibility of the central bank. If the 
clients of member banks demand gold for export it must be 
furnished and the expedients by which these banks can re- 
plenish their reserves are limited. The central bank can 
take the initiative and compensate the loss by the purchase 
of an equivalent amount of government securities. Member 
banks can discount paper to this amount in the event that 


1 Calculations are based upon data in the Annual Reports of the Comp- 
troller. Total monetary stock includes all money in circulation and in banks 
and public treasuries. Bank credit includes all deposits in all reporting banks 
in the U. S. The last figure relates to the returns of October, 1928. 

2 Any increase in these two items must come from ultimate reserves since 
there is no other way of meeting them. See Federal Reserve Bulletin, Feb., 
1929, D. 95- 
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the central bank refuses to make compensatory provision 
on its own initiative. Finally the banks of, the system can 
reduce their total commitments sufficiently to effect an 
economy in reserves equivalent to the exports of gold. If 
the dark brand of abuse be placed upon member bank bor- 
rowing and the Federal reserve banks refuse to make the 
necessary open market adjustments, there remains only the 
final disagreeable alternative of contraction. No central 
bank can lightly afford to press dependent banks to this ex- 
treme and only emergencies of paramount gravity or cate- 
gorial statutory mandates can justify such action." 


FEDERAL RESERVE SYSTEM AS A STOREHOUSE FOR GOLD 


A loss of gold coming from the surplus in the vaults of 
the central bank automatically compels member banks to 
borrow and under such circumstances it is entirely proper 
for them to tap the gold accumulations of previous years 
for the Federal reserve system is the storehouse provided 
for that purpose. That odium should attach to indebted- 
ness of this character under such circumstances is hardly 
reasonable. The procedure instead of being cast upon the 
shoulders of member banks for explanation and defense 
should demand some account from the central bank for its 
failure to enter the open market and relieve the banks of 
the necessity of taking the initiative. The time may come, 
however, when an adequate supply of government securities 
may not be available for this purpose® and the Federal re- 

’ Refers to losses of gold which might jeopardize the standard, dangerous 


inflationery excesses or the positive legal directions which might be involved 
in some scheme of price stabilization. 


_? For a full discussion of the prospective adequacy of government securi- 
ties see Lawrence, J. S., Stabilization of Prices, pp. 230-265. 
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serve authorities will find it necessary to approve perma- 
nent borrowing by member banks. 

The failure to add to our gold supplies for an extended 
period of years, accompanied by a normal growth in bus- 
iness and credit, will place the member banks in the same 
dilemma unless the Federal reserve banks are able and in- 
clined to spare them the embarrassment of resorting to 
direct borrowing. In either of these two events we must 
look to Federal reserve portfolios containing an increasing 
proportion of member bank paper. It will scarcely be fair 
under such conditions to impute to banks unethical exploita- 
tion of common resources. 


OCCASIONAL ABUSES 


There are doubtless occasions when bank managements 
with consciences more elastic than their own resources take 
unfair advantage of the privileges which membership in 
the system bestows. When such an institution through 
short-sighted profit motives seeks to aggravate an unsound 
expansive movement by converting borrowed reserve credit 
into loans for the purpose of realizing the differential in in- 
terest rates the central bank authorities are justified in tak- 
ing drastic measures. It is their duty to prevent the per- 
version of the resources for which they are trustees. The 
former abuse is illustrated by the bank which once borrowed 
seven times its own capital to “take care” of its clients’ 
and the latter by the interior bank which borrows from a 
Federal reserve bank at 5% and then lends the same amount 
in the stock market at 10%. It is the purpose of central 


1 Interest Charges of Federal Reserve Banks, Senate Document 291, 67th 
Congress, 4th Session, Jan. 16, 1923, p. 9. 
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bank discretion to discern such obvious violations of the 
letter and spirit of the “act” and to check them by tactful 
means if possible, but by summary measures if necessary. 


DUAL CHARACTER OF CENTRAL BANK RESERVES 


Before offering an answer to the first question, attention 
may be called to the dual character of the reserves which 
a central bank holds. In the first role they protect the bank- 
ing structure against sudden onslaughts. The safety of a 
bank depends upon the operation of a law of averages re- 
lating to the exercise of rights by depositors. All the gold 
in the world, monetary and otherwise, would pay only a 
minor fraction of the liabilities of American banks to their 
depositors if the latter should demand payment at the same 
time. There are unfortunately periods, extremely critical 
for the solvency of banks, in which they are called upon to 
pay abnormally large portions of their liabilities. The cen- 
tral bank is the emergency institution which stands pre- 
pared to lend succor to a bank or a group of banks embar- 
rassed by a collapse of confidence in the community. 

However, it serves another purpose which we have al- 
ready intimated. When the accumulation of ultimate re- 
serves exceeds the normal credit requirements of the coun- 
try the central bank should be the storehouse in which the 
excess gold can be placed in cold storage pending the day 
when the increase in gold fails to keep pace with the normal 
credit growth of the country. The community should then 
be able to tap the surplus accumulated in the years of plenty. 
In this latter role the reserve authorities should administer 
their reserves very much as a corporation which, wishing 
to maintain stability in dividend policy, sets aside surplus 


II2 


CREDIT EXPANSION IN THE FUTURE 


earnings in fat years in order to be able to continue divi- 
dends in the lean years. 

No disgrace should attach to the mechanics of distribution 
for these may necessarily take the form of borrowing. In 
the discharge of the emergency function abuses are not 
likely to develop, but in the attempt to adjust the rate of 
expansion of reserves to increased credit requirements, the 
finest banking judgment will be necessary to determine in 
individual cases the presence or absence of abuse. Our 
conclusion is that no unequivocal borrowing rule is feasi- 
ble, that borrowing per se is not reprehensible, but on the 
contrary has much to commend it and that central bank 
vigilance should be directed solely to a detection of abuse. 


PRESENT BORROWING 


The problem has considerable importance at the moment. 
Does the present borrowing by member banks fall within 
that conduct which we may stigmatize as opprobrious? 
This calls for an inquiry into the rate of credit expansion 
and into the specific causes for resort to the coffers of the 
Federal reserve banks. 


RECENT EXPANSION? 


In deciding whether the expansion of the past year has 
been excessive, it is necessary to ascertain a normal rate 
of expansion for the purpose of comparison. The late Gov- 
ernor Strong testifying before the Committee on Banking 


1 This paragraph is a partial repetition of material that has appeared in a 
previous chapter. 
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and Currency of the House of Representatives asserted 
that a fair test of the rate of expansion at.any given time 
was a comparison with past expansion. He then showed 
that in the fifty years since 1875 bank deposits have in- 
creased at an average rate of 7% a year. He employed that 
evidence to refute a contention that the low discount rates . 
then prevailing were encouraging speculation.” The follow- 
ing table was submitted as proof that the rate of expansion 
for the past five years was not abnormal. 


MOPS Pra niGiad bod do 6 OC Odio OU omsh oa 5 percent 
TODS ca teks 6 seed vic Mee ee ena aera, 75 

EQ 2G Coie «4 ae meine oauiee calann, wee q 

TOBG ios Sen cs ee LA eee on leo a ee aan 9 

TO20 So0 onan sabes avai taine sats oraecne 7 — 


“Thus we see that the increases in bank deposits in the 
past five years have not been out of proportion to the in- 
creases which had been customary in this country in order 
that the volume of credit might keep pace with the increase 
in production, trade, and wealth. In the circumstances it 
does not seem that there has been anything seriously ab- 
normal about the increase in bank credit in the past five 
years.””* 

Continuing the above table we find an increase for the 
fiscal year, 1926-1927 of 4.6% and for 1927-1928 of 
4.4%.* If this rate is now deemed so rapid as to cause ex- 
treme concern then Governor Strong must have been wrong 
in his conclusions. If he was right then others must be in 
error. 


If we examine member bank reserve balances we find that 
1 Hearings, Committee on Banking and Currency House of Representa- 


tives, 69th Congress, 1st Session, H. R. 7895, Washington, D. C., 1927, p. 473. 
2 Idem. 5 Idem. “Based on data in Reports of the Comptroller. 
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the rate of growth for the past two years has been less than 
for the preceding five. 


MEMBER BANK RESERVE BALANCES (000,000 OMITTED ) 


Endior DecrO2b eo at i ee $1,666 
LOPIORS ttre 8 tone occ eea Sine Pree Rea 1,861 
DQQa wee tee hi wage als owes 1,874 
EQ CAR Me rite ees Frain t Sean, 2,220 
TQS Siren rere ae ent oe RAR Wvorarats 2,309 
TG 20 eee eee cy AS ee PI 2,204 
EQ Orit ee sep eeta sek se hel nee Srinlere Seal 2,399 
ROY teh Ue ROR et ara we ale 2,389 
MSEC OLED TQ 20 yew ree Aro es ae sales 2,362! 


There is little evidence of general inflation during the re- 
cent past. We find that the rate of compound annual 
growth of credit since 1920 is about 6% while the com- 
pound rate for the past two years is slightly greater than 
4%. This compares with a rate of growth of 7% over a 
longer period of time. 


RECENT GROWTH OF BANK CREDIT NO EXPLANATION OF 
MEMBER BANK BORROWING 


It cannot be said therefore that the recent growth in the 
total volume of credit is an adequate explanation of the in- 
creased resort to borrowing or that such a rate implies 
danger to the credit structure. The borrowing has been due 
rather to a restriction of the base than an expansion of the 
superstructure and it is our task to determine the causes 


1 Federal Reserve Bulletins. 
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to which that restriction is attributable in order to appraise 

the justification for borrowing by member banks. If it is 
due to defective banking practice or unwise commitments 
we shall agree that borrowing for the time being consti- 
tutes malpractice and that the banks should make some 
other adjustments in their position. If on the other hand 
the decline in gold cannot be placed at the door of member 
bank negligence or folly and if the growth of the country’s 
credit has been entirely temperate we shall have to place the 
blame elsewhere and remove from the member banks the 
stigma of borrowing. 


TOO MUCH GOLD 


The year 1927 found us with an unusually large stock of 
gold on hand, about one-half of the world’s total supply, 
and it was to our interest to encourage its exportation and 
to promote the re-establishment of the gold standard wher- 
ever possible. In fact certain foreign observers pretended 
to derive huge enjoyment from the dilemma in which our 
ever-increasing hoard of gold was placing us. Mr. Keynes, 
speaking of the future value of gold, asserts that it “de- 
pends therefore on the United States being foolish enough 
to go on accepting gold which it does not want, and wise 
enough, having accepted it, to maintain it at a fixed value. 
This double event might be realized through collaboration 
of a public understanding nothing with a Federal reserve 
board understanding everything.”* He is of the opinion, 
not entirely disinterested, that America is “holding the 
bag” at a cost of from 250,000,000 to 500,000,000 million 


‘Keynes, J. M., Monetary Reform, Harcourt, Brace & Company, New 
York, 1924, p. 183. 
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dollars a year and that it will be extremely difficult for her 
to extricate herself without loss.’ 

The failure to create a demand for our gold from other 
nations through a re-establishment of the gold standard 
might well have verified the anticipations of Mr. Keynes. 
Governor Strong was fully alive to this danger and missed 
no opportunity to emphasize the importance of a return to 
the gold standard. While this attitude was due partly to a 
solicitude for general monetary stability throughout the 
world, we may be certain that he also had his eye on the ex- 
cessive accumulations of gold in the vaults of the Federal 
reserve banks. That he took an active part in arranging 
for the exportation of some of this gold is clearly indicated 
in the last annual report of the Bank of France.” 


RESERVE AUTHORITIES ENCOURAGE EXPORT OF GOLD 


Furthermore the continuous inflow of gold in quantities 
exceeding normal requirements was a source of more imme- 
diate embarrassment to the Federal reserve banks for it had 
the “effect of making it more difficult for the reserve banks 


to make their credit policies effective.”* Rates were therefore 
lowered in order to check the inflow of gold, to aid foreign 


countries in re-establishing the gold standard, to reverse 
the flow of the metal and to improve the conditions under 
which the Federal reserve banks might exercise credit con- 
trol. “The policy of maintaining easy conditions in the 
money market, which was pursued by the system through- 
1 Tbid., p. 215. 
2 Federal Reserve Bulletin, March, 1929, p. 202. 


3 Federal Reserve Bulletin, Sept., 1927, p. 627. 
4 Annual Report, Federal Reserve Board, 1927, pp. 11-12, 15. 
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out a large part of 1927, has encouraged the flotation of 
foreign loans in the United States and facilitated the expor- 
tation of gold to countries undertaking monetary reform.”* 

The system not only regarded a loss of gold with equa- 
nimity but took positive measures to encourage it. The de- 
cline in the gold base of our credit structure is properly 
attributable to deliberate central bank policy. 


WHEREIN THE RESERVE BOARD “VIEWS WITH ALARM” 


Regard now the present situation, one which the system 
pretends to view with alarm. Measures of unprecedented 
aggressiveness have been taken in an effort to “correct’’ it. 
We have made it clear that the expansion of credit on the 
whole has not been out of line with the normal requirements 
of the country and that the loss of gold which has taken 
place during the past year has not been the result of infla- 
tion or unwise commitments but rather of conscious and 
deliberate central bank purpose. Let us turn then to the 
justification adduced for the positive measures which the 
Federal reserve banks are pursuing. These consist of three 
successive increases in the discount rate, extraordinary 
increases in the rates on bankers’ acceptances, the sale of 
government securities and vigorous public utterances. 


THE BOARD TELLS THE WORLD 


In the March issue of the Bulletin we have, “In a period 
like the present, when the gold reserves of the country have 
been diminished by more than 10 per cent through gold 


1 Tbid., pp. 16-17. 
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exports, while member bank credit has continued to ex- 
pand,—’” In view of the facts as stated these suggestions 
cannot be taken seriously. Arguments of similar import 
are urged in the January’ and February® issues of the 
Bulletin as well as in the last annual report of the Federal 
Reserve Bank of New York. The burden of these utter- 
ances is that the country has been losing gold, that credit 
is expanding, that the banking structure for these two rea- 
sons is in grave jeopardy and that heroic measures are 
necessary. 


REASONS ARE NOT ALWAYS WHAT THEY SEEM 


It seems to the writer that such a position is unworthy of 
the Board and is calculated to deceive the public and to con- 
ceal the real motives of that body. The Federal Reserve 
Board is itself responsible for the “shortage” of gold and 
has by the sale of government securities aggravated the 
very situation which it adduces as justification for its credit 
policy. In other words the credit scarcity from which 
higher interest rates are supposed to result quite naturally 
was created deliberately and quite artificially. As a matter 
of fact the Board did not like the course of speculation and 
the expansion in security loans and appreciating its im- 
potence in the determination of the composition of the 
credit structure has created a situation which it felt would 
justify the exercise of pressure upon the total supply of 
bank credit. It would be much more creditable to the Board 
to eschew subterfuge and state its position frankly. That 
a general overexpansion of credit or a scarcity of gold is 


1 Federal Reserve Bulletin, March, 1929, p. 176. 
2 [bid., Jan., 1929, pp. 5, 6. 3 Tbid., Feb., 1929, p. 93. 
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the cause of its apprehension cannot be seriously enter- 
tained. ‘ 

We find then that the Board has encouraged the expor- 
tation of gold and when this loss impinged upon the reserves 
of member banks it emptied (through the Open Market 
Committee) its portfolio of government securities, raised 
the rates on acceptances and finally criticized member banks 
for borrowing to replenish reserves whose decline can be 
laid directly at the door of the Board. This is hardly a fair 
or dignified or—so far—effective method of checking spec- 
ulation in the stock market. 


EXTENT OF MEMBER BANK INDEBTEDNESS 


Inasmuch as the Board has stated that “continuous in- 
debtedness at the reserve banks, except under unusual cir- 
cumstances, is an abuse of reserve bank facilities.” It is 
necessary to examine the extent of present member bank 
indebtedness. At the end of February bills discounted for 
member banks stood at 889 millions as compared to 465 
millions in January 1928. As an isolated fact this might be 
considered support for the apprehensions of the Board. 
However, if we examine the item “United States securities” 
for the same periods we find that they are respectively 512 
and 184 millions while the decline in monetary gold stock 
amounts to 234" millions. At the same time the capital and 
surplus of the Federal reserve banks increased 40 millions 
so that we have total claims against member bank reserves 
amounting to 602 millions for the year. This is counter- 
balanced by an increase in discounts of 424 millions, of 
“Bills bought” 12 millions, a decline in circulation of 99 


1 Federal Reserve Bulletin, March, 1929, p. 177. 
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millions and in reserve balances of 69 millions. A reserve 
account for the year appears as follows: 


RESERVE ACCOUNT FOR MEMBER BANKS' 


Debits Credits 
Decline in gold stock....... 234 Increase in discounts....... 424 
Weehine in Us'S., Sec, naode<: : 328 Increase in “Bills bought”... 12 
Increase in capital and sur- Decline in circulation....... 99 
plus of F. R. Banks...... 40 Decline in reserves......... 69 
POURS er ois fake ee 602 PLOtalaeuhs Sota nao 604 


PRESENT BORROWING NOT AN ABUSE 


This statement can hardly be considered a basis for the 
contention that present member bank borrowing represents 
an abuse of the facilities of the Federal reserve banks. On 
the contrary, such borrowing appears distinctly necessary 
to avoid contraction of the total of bank credit and when 
considered in connection with a significant decline in reserve 
balances, holdings of U.S. securities by the Federal reserve 
banks and gold stock it hardly requires defense. The tell- 
tale items on the left hand side place the full responsibility 
for member bank borrowings upon the shoulders of the 
Federal reserve banks. 


BANKS DO NOT BORROW TO RE-LEND 


Some students of central bank policy are inclined to 
assume that any differential between the market rate of 


1 Data derived from Federal Reserve Bulletins. 
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interest and the central bank discount rate will lead to bor- 
rowing by member banks in order to profit by the difference. 
This theory has served as the ground for a persistent agi- 
tation that the Federal reserve banks maintain a discount 
rate above the market rate. If the call market pays twelve 
per cent and the Federal reserve banks are lending at five 
and this difference exists at a time when the member banks 
are in debt to the extent of a billion dollars to the central 
bank, the rather hasty conclusion is formed that this sum 
has been borrowed for the purpose of relending in the stock 
market. 

Undoubtedly there are banks which are doing precisely 
that at this moment and there are some banks which have 
always done that. Such is unquestionably a reprehensible 
exploitation of central bank facilities and no defense for it 
is contemplated. To maintain that this is generally the pur- 
pose of borrowing by member banks betrays an ingenuous 
misapprehension of the banking function. 


BORROWING THE RESULT OF CHANGES IN CREDIT 
STRUCTURE AND NOT A CAUSE 


Borrowing at the central bank is usually the result of 
changes in the character of the structure of credit and 
serves to facilitate certain banking adjustments consequent 
upon a flow of credit from one place to another or a change 
in the total outstanding credit. It is decidedly a result of 
bank expansion rather than the cause. The customary 
treatment of credit growth reverses the normal course of 
banking practice. It traces the origin of bank credit to the 
central bank and assumes that the line of causation com- 
mences there and terminates in the business community. 
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This fundamental confusion has led to a mistaken faith in 
remedies applied to the putative causal origin of bank credit. 


NEEDS OF BUSINESS COMMUNITY THE TRUE ORIGIN OF 
BANK CREDIT 


While both the law and sound banking policy require 
reserves in a central bank it does not follow that the credit 
which the business community uses springs from these re- 
serves even as plants grow from seeds. Such reserves con- 
stitute a precautionary condition of banking and under the 
Federal reserve act permit certain banking adjustments of 
great convenience, such as the clearing and collection of 
checks and the settlement of balances. Bank credit dis- 
covers its true origin in the credit needs of the business 
community, and the commercial bank exists to satisfy those 
needs. With their expansion and contraction the reserves 
are adjusted as the law requires. In no sense can they exer- 
cise a causal initiative, although they do set a potential limi- 
tation to credit expansion. 


CENTRAL BANK AS A BUFFER AND AUTOMATIC ADJUSTER 


It is here that the flexible reserves of the central bank 
plus a well stocked portfolio act as buffers and automatic 
adjusters of a flow of funds between this and other nations. 
As member banks receive gold it is used to pay off indebt- 
edness and passes into our ultimate reserves while the pay- 
ment of gold has just the opposite effect. The obligations 
of member banks are increased, gold is exported, ultimate 
reserves decline but those of the member banks are unaf- 
fected. The reserves of member banks change not in re- 
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sponse to gold movements but to alterations in the aggregate 
of bank credit or its composition. 

It is erroneous to assume that the arrival of a million 
dollars of gold will cause a tenfold increase in bank credit 
or that its departure will cause a similarly multiplied de- 
cline. Such a view ignores the adjustment capacity of the 
central bank structure and also imputes to the banker the 
technique of the huckster. When such a sum of gold is de- 
posited by a client it does not follow that the banker posts 
himself on the nearest street corner and hawks his excess 
credit until bidders are found for it. Neither does he call 
such a multiple of loans when the client presents a check 
for a million dollars and asks for gold. In the former case 
a million dollars of indebtedness to the central bank is paid 
off, whereas in the latter, an equal amount is added. 


INCREASE IN RESERVES FOLLOWS EXPANSION IN CREDIT 


An increase in the reserves of member banks rarely pre- 
cedes an expansion in credit. Rather does it follow such 
expansion as a natural effect. When a client applies for 
accommodation the banker does not first call his Federal 
reserve bank to determine his surplus reserves. The wise 
banker carries no more reserves than the law requires. 
They are not calculated or required against loans and in- 
vestments. It is only after the loan has been converted 
into deposits and has been diffused throughout the business 
community by check payments that he commences to feel 
the need for a reserve adjustment. 

This is affected by two factors, the increase in his own 
deposits as the result of the loan and the adverse clearing 
balance attributable to the same cause. The clearing balance 
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must be met by cash or its equivalent, the increased deposits 
call for only a fractional increase in reserves.’ Just how 
much a given loan will require in the form of a clearing 
payment and increased reserves no banker can tell until 
sometime after the loan has been made. Neither can the 
banker tell which of the loans he has made causes the resort 
to the central bank. 

If five clients apply on the same day for similar amounts 
the banker knows that this may oblige him to resort to the 
Federal reserve bank, particularly if his expansion is not 
part of a general movement. The latter would stimulate a 
counter-flow of checks and thus reduce his dependence upon 
the central bank. However, he never knows in advance 
and it is impossible for him to tell whether the third or 
fourth or fifth accommodation will cause recourse to the 
central bank. Nor is it possible for him to tell when such 
aid will be necessary or to what extent. 

Furthermore, he does not know if the reserve bank credit 
will be invoked because of adverse clearing balances, to es- 
tablish greater reserves, to supply additional currency for 
circulation, to supply gold for export or for any combina- 
tion of two or more of these causes. It does violence to 
our knowledge of banking to suppose that any banker can 
identify a specific grant of credit to a client either past or 
future, with a particular loan from a Federal reserve bank. 


BORROWING CAUSED BY FEDERAL RESERVE POLICY 


It apparently accords with the exigencies of contempo- 
rary credit problems to force member banks to borrow 
1 Lawrence, J. S., Borrowed Reserves and Bank Expansion, Quarterly Jour- 
nal of Economics, August, 1928, for a fuller development of this subject. 
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when there has been no general over-expansion and to con- 
demn the step to which Federal reserve policy inevitably 
forced them. The man is tempted into sin and is then pun- 
ished for falling from grace by the very forces which 
caused the fall and left him no other alternative. We may 
be on the threshold of an era in which the present pro- 
nouncements of the Board anent borrowing may return to 
plague it. If the country continues to grow and there are 
happily at present no indications to the contrary, we must 
expect the supply of credit to keep pace and it will be the 
duty of the Federal reserve banks to so manage that busi- 
ness and commerce will be accommodated. 


PERMANENT BORROWING BY THE MEMBER BANKS 
NECESSARY 


It is doubtful if the banks will actively solicit gold in the 
immediate future. If the policy of encouraging European 
nations to return to the gold standard was soundly con- 
ceived the Federal reserve banks will wisely refrain from 
competing with the banking systems of Europe for the new 
supplies of gold which will become available during the next 
few years. With a normal annual growth of 100 million 
dollars in member bank reserve balances to accommodate 
a growing credit structure and a similar amount in cur- 
rency, we may well ask whence this is to come? Unless the 
Federal reserve banks acquire an increasing portfolio of 
‘government securities there is no other alternative but to 
permit the member banks to borrow, and such a procedure 
has certain intrinsic advantages which should be noted. 
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ADVANTAGES OF BORROWING 


When the Federal reserve banks purchase government 
securities the credit released is placed at the general dis- 
posal of the market and little control can be exercised over 
its distribution. There is no way of knowing what banks 
finally profit by the manceuvre. Neither does the central 
bank hold that whip hand over the member bank which is 
true when the latter comes to it, borrows and remains in 
debt. The status of a debtor makes a person as well as an 
institution peculiarly sensitive to “advice” coming from the 
creditor. The relationship of debtor-creditor does not exist 
when government securities are purchased, although the 
member banks benefit no less by the supply of central bank 
credit placed at their disposal. These limitations upon cen- 
tral bank control inhere in the purchase of bills and this has 
the additional defect of being undertaken on the initiative 
of banks and dealers, some of whom are not members of the 
system. It is therefore less satisfactory as a source of con- 
trol than the purchase of government securities. In either 
case the ultimate beneficiaries are protected by the cloak of 
anonymity. 

As contrasted to this we may consider the procedure 
which involves borrowing. Each bank is clearly identified, 
the extent of its dependance upon the central bank may be 
noted exactly, a comparison may be made with the previous 
commitments of the bank to ascertain the character of its 
expansion and it is possible to determine whether a particu- 
lar bank is moving too rapidly or is merely keeping up with 
a normal procession. This does not exhaust the advantages. 
As the nation grows and bank credit expands the supply of 
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paper eligible for rediscount increases and there will always 
be some rough correlation between the supply of paper eli- 
gible for rediscount and business activity. There is no con- 
nection between the supply of short term government se- 
curities and the credit requirements of the country. The 
latter are a function of business activity, the former of debt 
liquidation and treasury finance. The time may come when 
the supply of the former will be entirely inadequate to pro- 
vide the nation with this necessary element in the sub- 
structure of credit. 

Finally a central bank should pay due heed to the liquidity 
of its portfolio. True, short term government paper is not 
likely to vary greatly in value but its maturity comes on the 
same date and seriously depletes the supply of paper. On 
the other hand liquidation can be realized only to the extent 
that the central bank is willing to enter the market place 
and dispose of securities to the public. In contrast to that 
we can have a supply of discounted bills which will provide 
that continuous succession of maturities so essential to a 
healthy condition of bank portfolios. 


CRITICISM OF MEMBER BANK BORROWING NOT CREDITABLE 
TO RESERVE AUTHORITIES 


Very few will maintain that the present reserves of the 
central bank are in jeopardy or that there is little room for 
expansion.’ The criticism of member bank borrowing is 
not creditable partly because the factors have been delib- 
erately manipulated for the purpose of compelling member 


* Professor Edie holds to such a position, see Gold Economies and Stable 
Prices, The Journal of Political Economy, Feb., 1929. 
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banks to borrow and partly because the denunciation of 
borrowing may in the future be cast into the teeth of the 
Board. During the period when our gold accretions were 
excessive they were placed under the trusteeship of the 
Federal reserve banks to be employed in the future when the 
flow of gold failed to keep pace with the growth of business. 
The member banks have every right to that surplus so long 
as its exploitation does not distend the credit supply beyond 
normal requirements. They have in the first instance fur- 
nished the surplus to which they now seek access. They are 
the stockholders of the Federal reserve banks and choose 
six of the nine members of every bank board. It is not un- 
natural that the institution in which they hold a joint stake 
should be so administered as to relieve them of the distress 
which will accompany the future expansion of credit with- 
out proportionate increases in the gold supply and that the 
gold hoard accumulated in the past will be placed at their 
disposal free from the stigma of unethical member bank 
practice. 


NOTHING INHERENTLY REPREHENSIBLE IN MEMBER 
BANK BORROWING 


_ In conclusion we may say that there is nothing inherently 
reprehensible in member bank borrowing and that on the 
contrary there are weighty considerations to commend it, 
that the present borrowing condemned in our text has been 
deliberately solicited through a manipulation of credit fac- 
tors by the Federal reserve banks and that criticism is not 
made in good faith and finally that the “tradition against 
continuous borrowing” is utterly without merit and is in- 
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voked at the present merely because it suits the credit 
purpose of the Federal reserve banks. Its sanctity as a 
tradition is purely ephemeral and rests upon present ex- 
pediency. 
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THE CASE AGAINST SPECULATION 


SPECULATION AND FRAUD 


THAT speculation is reprehensible has been so thoroughly 
ingrained in our complex of faiths and prejudices that the 
proposition has assumed the character of an axiom—a self- 
evident truth. Many well meaning persons have therefore 
accepted its presence as an adequate justification for any 
measures designed to curb it. A denial of credit to a broker 
on the ground that he intends to devote it to a speculative 
purpose immediately commends itself to the pure and right- 
eous aS a proper measure. Oftentimes, however, ancient 
dogma upon examination reveals a foundation of sand. Like 
the tribal taboo, the past will furnish some justification for 
the hostile attitude toward speculation. Time having con- 
secrated the position, we fail to examine the present for evi- 
dence which will warrant the continuance of this opposition. 
The past record of speculation is an evil page not because 
the speculative operation is per se immoral but rather be- 
cause it has been surrounded by a fringe of fraud which has 
imparted to all speculation its own sinister countenance. 


STOCK MARKET NOT THE ORIGIN OF SPECULATION 


Man’s capacity for fraud and deceit did not originate in 
the first stock market. Certainly the development of stock 
shares as an investment device provided the knave with an 
ideal medium for snaring the innocent fool who sought the 
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pot of gold at the end of the rainbow. It is probable that the 
custom of dividing the interest in an enterprise into negotiable 
shares and freely transferring them from hand to hand orig- 
inated in the middle of the 17th century.’ This instrument 
of fractional and negotiable proprietorship played a very im- 
portant rdéle in the development of enterprise and the progress 
of industry. Wider resources of capital could now be tapped. 
Small accumulations could be placed at the disposal of indus- 
try. Risk could be diversified and limited. Perpetual life 
was assured to corporate enterprise. It is difficult to over- 
estimate the value of this new instrument of investment in 
the economic development of society and yet it is a matter 
of regret that it was accompanied by such a ravenous flock 
of parasitic attendants. Its birth was worthy of better aus- 
pices. Its godfather was the unscrupulous swindler; its god- 
mother the credulous and avid investor. 


JOHN LAW AND SPECULATION 


France served its novitiate in the new finance under the 
inspired and Mephistophelian tutelage of John Law. 

The speculative upheaval in France familiarly known as 
Law’s Mississippi Bubble culminated in the winter of 1719- 
1720. ““A foreigner, whose career had been marred by his 
dissolute habits; a fugitive from justice, whose life had been 
forfeited by English law; a writer of pamphlets on money 
and trade; a promulgator of schemes for banks and com- 
panies which should revive the fortunes of whatever nation 
should adopt them; a wanderer upon the continent of Europe 
seeking for some monarch who would test his plans, Law at 


* Davis, Andrew McFarland. A Search for the Beginnings of Stock Specu- 
lation, publications of The Colonial Society of Massachusetts, Vol. X, John 
Wilson & Son, Cambridge University Press. 1906. 
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last found a listener in the Regent of France and taught him 
the magic power of credit. So complete a change was wrought 
in the temper of the French nation by the establishment of 
Law’s company, that the same government which but a few 
months before had seen its notes at seventy per cent discount, 
was able to flood the market with the issues of the Royal 
Bank and see an actual preference given them over the coin 
of the realm. The narrow street known as the Rue Quincam- 
poix, the centre of speculation in Paris, was thronged with a 
motley crowd, composed of all classes and of all European 
nations. Here priest and soldier, noble and tradesman, mis- 
tress and maid, Parisian, provincial and foreigner, jostled 
each other in their eager contest for the wonderful shares 
which had produced this marvellous result, shares to whose 
upward course it seemed at one time as if no limit could be 
set. The seed of speculation had been sown in virgin soil. 
The plant, fostered in the earlier stages of its life by devices 
entirely novel in France, grew with a rank luxuriance which 
soon outstripped the need of helping hand. The very excess 
of its vitality, combined with the favorable circumstances 
under which it was placed, carried a threat to its own exist- 
ence, nor could the pruning-hook be applied without danger 
to life. As in nature, the plant which grows too rapidly finds 
itself unable to stand erect and bear its own weight, so the 
mad fury of speculation increased in Paris from day to day 
until it was no longer able to sustain itself.’”! 
And so France learned its first lesson in finance. 


SPECULATION IN ENGLAND 


Likewise in England an early account of stock financing 
becomes in effect a recital of the various fraudulent methods 
1 Ibid., pp. 5-6. 
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by which an excellent instrument of capital progress was 
corrupted. Among the many ventures that sought and se- 
cured support from the unwary investor were: one “to make 
salt water fresh,” another to obtain ‘‘oil from poppies,” an- 
other for ‘‘transmuting quicksilver into a malleable and fine 
metal’ and finally one “for subscribing two millions to a 
certain promising and profitable design, which will hereafter 
be promulgated.” 

There is also evidence to indicate that stocks were manip- 
ulated free from the regulation of a responsible exchange. 
The following passage needs no explanation. ‘They con- 
certed matters and all at once fell to selling off their stock, 
giving out reports that they would be no longer concerned. 

. By this artifice, they daily offering to sale, and yet in 
all their discourse discouraging the thing they were to sell, 
nobody could be found to buy. . . . All this while the Crol- 
ians employed emissaries to buy up privately all the interest 
or shares in these things that any of the Solonarian Party 
would sell.’”? 

The South Sea Bubble marked the climax of the first specu- 
lative movement of major proportions in England and af- 
forded the people a liberal and costly education in stock 
speculation. The government debt and certain annuities were 
refunded by conversion into shares of the South Sea Com- 


pany. 
SUSCEPTIBILITY TO FRAUD 


Unfortunately human memories seem to lack the qualities 
of tenacity necessary for self-preservation. The passage of a 
certain cycle of time seems to obliterate all recollection of 


1 Tbid., pp. 9-10. 
: ? Quoted by Davis from A Memoir of Sundry Transactions from the World 
tn the Moon, by Defoe, appearing in The Consolidator, 1705, p. 16. 
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former experiences and at its expiration that profession of 
odorous repute which preys upon the investor can start again 
upon a tabula rasa from which all inhibitions founded upon 
previous experience have been erased. Neither have govern- 
ments been effective in excluding these elements. The adop- 
tion of laissez-faire produced a state of mind opposed to all 
interference and the legion of swindlers and fly-by-night 
stock jobbers operating in all lands grazed unmolested upon 
green pastures. 


THE MALEFACTORS OF AN EARLIER DAY 


It is no effort at all to recall their unbridled license in this 
country. But a brief space of time separates us from Black 
Friday and the corner in gold, the abuses of early railroad 
financing, the Durants, the Fisks, the Drews, the Stanfords, 
the Vanderbilts, etc. The state of corporate morality was in- 
deed at a low ebb and the stock exchange was the forum upon 
which it found expression. A better day has come. A new 
spirit pervades the land. The Stock Exchange frowns upon 
abuses of its facilities. It metes out summary and severe 
punishment to those who violate its code, a code intended 
to safeguard the integrity of the exchange as a market place 
and to protect the innocent investor. He is not guaranteed 
against losses, for the Stock Exchange is not called upon to 
insure infallibility of judgment, but the investor is given the 
same fair opportunity to judge his purchases as he receives 
in any other mart. The Stock Exchange authorities attach 
a warranty of legitimacy to all issues that are listed and by 
the prohibition of wash sales, matched orders, corners and 
other devices of the disreputable operator try to confine 
activities to legitimate transactions. 
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VAST IMPROVEMENT ? 


While there is no desire to pin a set of white wings on the 
actors in the exchange, it is only fair to note that a profound 
change for the better has taken place. The State and the 
Exchange have directed unremitting warfare against the 
fraudulent fringe. The recent unseating of the chairman of 
the board of directors of the Standard Oil Company of In- 
diana for conduct inimical to the public interest by the son 
of the greatest industrial baron of the last generation is elo- 
quent of the new spirit of business morality which rules the 
land. Insofar, therefore, as our hostility to speculation is 
founded upon its past intimate association with fraud a re- 
appraisal in the interest of justice is clearly necessary. 


SPECULATION VERSUS GAMBLING—RISK AS A DISTINCTION 


Another source of opposition to speculation is its identi- 
fication with gambling. Now it is no easy matter to draw 
the line between gambling and speculation and between the 
latter and investment. The existence of risk is not an ade- 
quate distinction. Nothing that man does is entirely free 
from the ‘“‘aleatory element.”’ The responsibilities of parent- 
age represent a continual round of hazards and uncertainty 
preys upon us from the day of birth until we ourselves answer 
the final summons. Every business venture involves a specu- 
lative commitment. One of the sharpest critics of the present 
speculative movement, a Southern Democrat, who on a re- 
cent occasion demanded the resignation of a great New York 
banker from the Board of the Federal Reserve Bank of New 
York because that director’s own bank stepped into the 
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breech at a critical moment to help the stock market, him- 
self invested liberally of his money and energy to secure the 
election of a Democrat during the recent presidential cam- 
paign. In view of the result, it must be evident that his com- 
mitments were speculative in the extreme. 

If uncertainty of outcome be the test of gambling, then 
the Democrats of the past ten years have been political 
gamblers of the darkest hue. When the farmer sows his 
seeds he is staking his substance against the elements. Every 
operation is fraught with risk. There is nothing in our moral 
code or in that of any benighted or enlightened belief which 
frowns upon the assumption of risk. Christ Himself took a 
chance. A man’s judgment may be indicted when he courts 
extravagant risks, but certainly not his morals. The enter- 
prising character of American citizens has been attributed 
to the courageous and unflinching willingness to face uncer- 
tainty which they inherited from their pioneer forefathers. 
How else can the adventure of Columbus, the voyage of the 
Mayflower, the American Revolution, the settling of the. 
West, the daring enterprise that sends our religious and com- 
mercial missionaries to every corner of the globe be viewed 
than in the light of ventures in heavy bondage to the fickle 
goddess of chance? This world of ours would be a dreary 
place indeed if the element of risk were excluded from the 
market place. The interest which life itself holds is predicated 
upon a measure of uncertainty. 

Most text books in economics speak of the enterpriser as 
the risk taker and nowhere is there a hint of odium attached 
to the designation. For reasons which may perhaps be dis- 
covered in the age-old antagonism between country and city, 
between the rural hinterland and the busy urban community, 
between elementary production on the one hand and trade 
and commerce on the other, Wall Street has always been con- 
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sidered the stage for a particularly vicious type of risk-taking. 
In the pure and virtuous spaces of the interior anything which 
takes place in Wall Street has a sinister aspect and money 
earned in the stock market has the same taint as that which 
is won at gaming tables. It is not necessary to point out that 
this “truth” is assumed rather than demonstrated. 

The denial to the American citizen of his right to take a 
chance would condemn American enterprise to unrelieved 
atrophy. We may conclude on this point that the existence 
of risk is not an adequate or desirable distinction between 
gambling, speculation and investment. 


SPECULATION AND GAMBLING—-TECHNICAL EXECUTION OF 
TRANSACTION AS A DISTINCTION 


Another attempt to distinguish between speculation and 
gambling is based upon the technical execution of the trans- 
‘action. The courts have held that speculation becomes gam- 
bling when trading does not lead and is not intended to lead 
to the actual transfer of the property dealt in.! The attempt 
to apply this distinction will immediately lead us into ab- 
surdities. Under this ruling the use of the gold settlement 
fund in Washington by the Federal reserve banks imme- 
diately becomes gambling because the gold, the property 
dealt in, is not actually transferred. The application of the 
ruling would disrupt all our commodity exchanges. Wheat, 
cotton and other great staples when harvested are lodged in 
warehouses and a large proportion of the subsequent trading 
in these commodities takes place without any actual trans- 


‘ Hurd vs. Taylor, 181 N. Y. 231. We may consider property as the legal 
title to all the uses which a given object of wealth yields, in which case our 
criticism is invalid and the decision of the court without meaning. 
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fer of the property dealt in. Finally the Stock Exchange re- 
quires execution of all transactions which is so well facilitated 
that it serves as no restraint at all upon the speculative act. 
Let us regard this distinction as one of the numerous sterile 
progeny of the law. 


KNOWLEDGE AS A DISTINCTION 


A much more logical distinction is that stock speculation 
becomes gambling when the operation is unguided by knowl- 
edge and intelligence. It is the blind cast of the dice which 
places the player completely at the mercy of chance that 
makes him a gambler. But here we must stop. What con- 
stitutes adequate knowledge of the investment situation into 
which the player projects himself? How well must he know 
his shares and the attendant value elements in order to gradu- 
ate from the moral kindergarten of the gambler and matricu- 
late in the higher institution of speculation? Shall we apply 
a literacy test to the investor before we permit him to pur- 
chase a share of stock ? Who is there competent to administer 
such a test? Certainly the man who shuts his eyes and bets 
is a gambler. He might as well resort to faro and the rou- 
lette wheel. For practical purposes, however, it is impos- 
sible to set him apart and say to him, ‘Thou shalt not.” 


ARTIFICIALITY OF THE HAZARD AS A DISTINCTION 


Neither the existence of undue risk, the actual transfer of 
property or the degree of intelligence and knowledge which 
the parties bring to their operations are sufficient to distin- 
guish speculation from gambling. A hope for an adequate 
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basis of distinction rises from the degree of artificiality of the 
hazard on which sums are staked. We can say with a fair 
measure of safety that a given operation is a gambling ven- 
ture when the risk is artificially created or extracted from 
the course of business, political, sporting or natural events 
for the purpose of providing that uncertainty of issue which 
is the fulcrum of the gambling act. When one individual 
offers a thousand dollars as hostage for the superiority of his 
judgment concerning the cast of the dice, the turn of the 
wheel, the combination of cards, the fastest horse, the num- 
ber of shares exchanged on the stock market in a given day, 
the number of votes a given candidate will receive, the win- 
ning football team or prize-fighter, we have gambling pure 
and unadulterated. 

This is modified insofar as in the latter events a person’s 
judgment may be influenced by a sense of loyalty to the de- 
sired issue. In the case of the dice, the wheel and the cards, 
we may say that the game is deliberately fostered for no 
other purpose than to provide the gambling act with the 
necessary uncertainty of issue. In the case of other events 
which are a part and natural accompaniment of life we may 
say that the uncertain sequence of events or the magnitude 
of the numerical results have been purposely extracted by 
parties without other interest in the issue for the sole pur- 
pose of providing the gambler’s hazard. Doubtless the stock 
market with its prolific succession of uncertainties constitutes 
a fertile hunting ground for those pure chances which the 
gambler finds necessary. That is hardly an indictment of the 
stock market and it follows that the stock market should be 
regulated or restrained no more than that coins should be 
minted with similar reliefs on both sides because men some- 
times match them in what is undoubtedly a pure gamble. 
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SPECULATION AND MORALITY 


Those who would regulate the stock market in the interest 
of a higher morality are not troubled excessively by the in- 
ability to make the distinction between gambling and legiti- 
mate speculation. The Puritan instincts of the community 
are scandalized by the spectacle of men and women “ doing 
nothing”’ and enjoying the fat of the land which honest folk 
can get only by the sweat of their brows. Call it speculation 
or gambling, it is wicked. The institution which permits a 
premium on idleness and a penalty on industry is immoral. 
This note appears in the Report of the Hughes Committee 
on Speculation in Securities and Commodities, ‘Complaint 
has been made of branch offices in the City of New York, 
often luxuriously furnished and sometimes equipped with 
lunch rooms, cards, and liquor. The tendency of many of 
them is to increase the lure of the ticker by the temptation 
of creature comforts, appealing thus to many who would not 
otherwise speculate.”! Here is the devil in garments of silk. 

It is difficult to overemphasize the importance of this moral 
element. There is a profound Calvinistic sub-strata in this 
country which views stock speculation with uncompromising 
severity as a lapse in morality. The great increase in cor- 
porate organization and the tremendous diffusion in the frac- 
tional shares of proprietorship together with the improve- 
ment in the character of the management of great corpora- 
tions and the effective regulation of the State have combined 
to modify this attitude. Nevertheless exceptional activity 
in the stock market when identified with gambling causes 
the moral fur of the nation to bristle. 


al 3 Pag te 
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IMMORALITY OF GAMBLING 


The immorality of gambling is by no means self-evident. 
It is an artificial excrescence upon our ethical code, no more 
deserving of condemnation than dancing or theatre going or 
cigarette smoking, although the identical purists lump all 
four together. Gambling is held to be immoral because men 
spend time at it which might be devoted to other purposes, 
because it is anti-social and leads to no increase in values, 
“because the various participants sometimes get something 
for nothing and sometimes lose something without getting 
anything in return. 

This can scarcely be considered a strong bill. If a man 
derives pleasure from a game of poker he is as much entitled 
to it as are other people who derive pleasure from attempts 
to improve the morals of their neighbors. There is no ac- 
counting for tastes. If a man gains recreation from match- 
ing his judgment against others at the races, it is rather diffi- 
cult to see how that is detrimental to the community or in 
any way impairs the capacity and opportunity of others to 
enjoy life. Pleasure is a legitimate end. Sadism is not a vir- 
tue of a high order. If gambling yields the thrill of pleasure 
without causing injury to others, we fail to see any reason 
for condemning it. If it yields pleasure and enables a man 
to take his mind from other matters, it is productive in the 
highest sense. 

The ultimate end of all economic activity is income and of 
all income the highest is psychic income. Our material flow 
of pay means nothing to us unless it can be translated into 
satisfactions. The meal we eat, the clothes we wear, the 
house we live in are valuable to us only to the extent that 
they produce that pleasurable change in the state of our 
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feelings which we call psychic income. Many economists to- 
day define ultimate income as that stream of pleasurable 
sensations which accrues to us within a period of time. If 
any form of gambling yields such a sensation without injury 
to others, it furnishes its own adequate justification. Like 
everything else, it may be abused and no brief is here in- 
tended for the man who takes the savings of a life time and 
in a single mad fling tries to wrest wealth from the capricious 
lady who turns the wheel. He is a fool and to be pitied. 


ETHICS OF GAMBLING 


Perhaps the fairest non-puritanic statement of the case 
against gambling is that of Professor Charles O. Hardy of 
the Institute of Economics.! According to Professor Hardy 
the gambler is anti-social. Since the purpose of all social 
organization is to increase that stream of goods and services 
which constitute the social income, any activities which fail 
to reveal a net increase in values are anti-social. When a 
gambler wins, another loses, and one man’s gain is literally 
another man’s loss. The gambler is to be compared with the 
burglar and the confidence man, the only difference being 
that the loser loses by consent whereas with the burglar he 
loses by coercion and with the confidence man by deceit. 

In the second place energy devoted to mastering the art 
of gambling is wasted and very often the subject is rendered 
unfit for other work and becomes a wasteful and at times 
dangerous parasite upon society. We are not able to repeat 
his interesting discussion of the economic effects of the opera- 
tion of the law of probability and we must content ourselves 
by saying that he balances the pleasure which the race has 


1 Risk and Risk-Bearing, University of Chicago Press, 1923, pp. 369-372. 
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at all times derived from gambling against the loss involved 
in an unwillingness to co-operate. He is not at all willing to 
concede that ‘‘gambling belongs in the list of immoralities 
which an intelligent social policy seeks to prohibit by legal 
enactment. - 4 /+ 


! Thid., p. 372. 
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ECONOMIC ARGUMENTS AGAINST SPECULATION 


Danger to Banking System — Reserves Under National Bank Act — 

Little Actual Danger in Such an Arrangement To-day — Better In- 

formation — This Being the Year of Our Grace 1929 — Losses Not 

Serious Since 1913 — Speculation and the Business Cycle — The Stock 

Market and National Prosperity — Speculation and the Credit Needs 
of Legitimate Business. 


VIII 
ECONOMIC ARGUMENTS AGAINST SPECULATION 


LEaviInG the moral case against speculation, let us see 
what the more substantial arguments against it are. These 
may be grouped around three points, the danger of specula- 
tive excesses to the soundness of the banking system, the 
danger to general business conditions and the undue absorp- 
tion of credit to the detriment of business. 


DANGER TO BANKING SYSTEM 


Our banking system prior to the passage of the Federal 
Reserve Act had certain defects which exposed it to the 
speculative fevers which periodically assailed the stock mar- 
ket. These defects were two in number and centered about 
the method of maintaining reserves and the inelasticity of 
money and credit under the National Bank Act. 


RESERVES UNDER NATIONAL BANK ACT 


That piece of legislation provided reserves of 15% for 
country banks two fifths of which might be kept on deposit 
in banks in reserve cities or central reserve cities, 25% for 
banks in reserve cities one half of which might be kept as 
deposits in banks in central reserve cities and 25% for banks 
of central reserve cities all of which had to be kept in gold 
or lawful money. The latter were New York, Chicago and 
St. Louis and the great banks in these cities offered 2% in- 
terest to the banks of the interior for their deposits. It was 
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an advantage which the business instincts of the interior 
banks bade them exploit. The banks in the.central reserve 
cities obviously could not afford to pay interest unless they 
could in turn employ these funds. Accordingly they were ex- 
tended to brokers who in turn purchased securities on margin 
for their clients with the aid of the reserves of the interior 
banks. Thus we witness the spectacle of the country’s last 
line of monetary defense serving as the basis of stock market 
speculation, a situation to give one pause. To appreciate the 
import of this arrangement we need only imagine the Federal 
reserve banks today employing the reserve balances of mem- 
ber banks in call loans. It is as easy to imagine ex-president 
Coolidge advocating companionate marriage. 


LITTLE ACTUAL DANGER IN SUCH AN ARRANGEMENT TODAY 


Yet such a relationship today would involve less danger 
to the banking structure than it did prior to 1913. There are 
certain elements of stability in the situation today which did 
not exist in the earlier period. The valuations upon which 
the market prices of stocks rest are so widely spread, the 
foundation so broad and the interest so substantial that it 
is much more difficult today for a speculative gust to over- 
turn the entire market. We have hundreds of investment 
trusts whose managers await the first favorable moment to 
make purchases and our accumulations of private wealth are 
so great both in point of individual fortunes and wide diffu- 
sion of surplus as to provide the investment market with a 
ponderous flywheel which acts as a gyroscope and prevents 
undue or protracted deviations from an even keel. 

Furthermore, the day of 10% margins seems to belong to 
another investment age. We hear today of 25 and 30 and 4o 
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and even 50% margins with correspondingly greater se- 
curity for the banks. 


BETTER INFORMATION 


Finally, the investor and the professional speculator are 
infinitely better informed today than they were a generation 
ago and emotional typhoons are at least less probable now 
than they have been at any time in the past. We say, there- 
fore, that the Federal reserve banks could enter the stock 
market and we could very properly experience less appre- 
hension for our ultimate reserves than our immediate forebears. 

The situation before 1913 is a contrast. Necessity forced 
the New York banks to employ their funds in the only way 
open to them. As long as a spirit of confidence pervaded the 
land everything was lovely. The normal movement of funds 
back and forth into the country was accomplished without 
strain although call money as a rule was not so plentiful in 
the spring and fall, due to the domestic demands of the in- 
terior banks. This still left the reserves undisturbed in New 
York.! 

The first chill of pessimism disturbed the picture. The 
banks in the interior became restive, they withdrew part of 
their funds from the big city. The stock market, already on 
uncertain legs, could not resist the pressure of the banks to 
clean up. Stocks were disposed of at forced sales. A house 
failed and all the actors in the drama of commerce and finance 
were seized with the palsy of fear, fear that they might not 
be able to meet their obligations. The banks found customers 
withdrawing funds and very few of them re-depositing. That 


1On this general subject see Sprague, O. M. W. “Crises under National 
Banking System.”? National Monetary Commission, pp. 15-24; also White, 
Horace. “The Stock Exchange and the Money Market.”’ Annals of the Amer- 
ican Academy of Political and Social Science, 1910, pp. 85-96. 
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dread spectre of the banker—the unannounced concurrence 
of a large number of demands, the run on the bank, appeared. 
The institutions of the interior frantically called for funds, 
the banks in the great city found themselves in that pro- 
verbially unpleasant position between the devil and the deep 
sea—to call for their loans and force their clients into bank- 
ruptcy or to repudiate temporarily their obligations to their 
insistent correspondent banks and force them into insolvency. 
Wisdom could not resolve the issue. For a time the country’s 
banking system was paralyzed and industry and commerce 
stood in numb impotence. 

Finally things commenced to stir. The economic corpse 
awakened from its coma. Its blood started to circulate. It 
bathed in the cool waters of recovery and soon started again 
the prosaic round of production, trade and distribution. Con- 
fidence returned, ambition awakened. Once again there ap- 
peared the lust for greater things, far-reaching projects are 
entertained and then undertaken, the dizzy wheel of promo- 
tion turns ever faster. Optimism provides the motive power. 
Finally the crest of the boom is reached, the trough yawns, 
the fall takes place and we start all over again. Bank reserves 
are thus at the mercy of events. At the very time when they 
should be used to support the solvency of banks, they are 
least available. The call loan, displaying qualities of remark- 
able liquidity in normal periods, becomes completely frozen. 


THIS BEING THE YEAR OF OUR GRACE 1929 


Certainly we can say that under such conditions the con- 
duct of the stock market is affected with the public interest. 
If speculative excesses place the country’s monetary reserves 
in jeopardy, then it is our duty to take measures which will 
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provide the necessary safeguard. But how distant seems the 
day when the final reserves of our banking system rested for 
their security upon the caprice of the stock market. We are 
in another age. Unfortunately those who speak of specu- 
lative excesses placing the banking structure of the country 
in peril forget that they speak in the year of Grace 1929. 
They unconsciously apply the conditions of an earlier genera- 
tion to the present situation and fail to appreciate that a 
crash in the stock market will affect the fundamental sound- 
ness of our credit structure no more than a failure of the wheat 
crop. 


LOSSES BEFORE 1913 NOT KNOWN 


Even in the days before 1913 it was very unusual for a 
bank to sustain losses on loans secured by stock exchange 
collateral. The vicious effects of such accommodation were 
confined entirely to the paralysis of the final banking reserves 
of the country. There is no desire to minimize the serious- 
ness of such a defect. Today the final safeguards of our bank- 
ing structure are completely divorced from the stock market 
and losses on brokers’ loans are practically unknown. How 
such a situation establishes the stock market as major menace 
to our credit safety is rather obscure. 


SPECULATION AND THE BUSINESS CYCLE 


A second attack on the stock market is based upon the 
influence of stock movements on the business cycle. The in- 
dustrial structure of the country is built of many materials, 
some inflammable and others better able to resist the effect 
of heat and of other destructive forces. Periodically, how- 
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ever, the edifice of business yields to one or more of the dan- 
gerous influences which are constantly striving to bring 
devastation to our fair land. These occasions are the crises 
and the periods of depression which ensue. 

It is held that the life of this abode of commerce could be 
prolonged if additional bulwarks could be erected against the 
ravages of destructive elements. Protective measures would 
consist of the reinforcement of weak parts, e. g., the adoption 
of the Federal reserve system, the substitution of more re- 
fractory construction materials, e. g., education and better 
information and finally the prevention of hazards. 

According to this theory stock market activity is the weak- 
est point in the structure. It is a highly combustible fabric, 
very vital in a way to the effectiveness of modern industrial 
organization, but altogether too exposed for comfort. The 
economic welfare of society should not be the plaything of 
speculators. These fellows have a royal time juggling the 
market and when the pace becomes too dizzy they of course 
take a fall which would be well enough if it affected only the 
principal actors. Unfortunately their reckless extravagance 
often sends the entire edifice up in flames. If this is actually 
the case, we must again concede that the conduct of the stock 
market is a matter affected with the public interest and it 
is the duty no less than the right of the state to step in and 
protect that interest. Let us therefore examine the influence 
of stock movements on the business cycle to determine so 
far as possible the relation between the two. 


THE STOCK MARKET AND NATIONAL PROSPERITY 


The evidence establishing the causal responsibility of the 
stock market for national prosperity is extremely scant. 
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Professor Warren M. Persons has made an extended study 
of the behavior of general business activity and the temporal 
interrelationship of certain elements for the purpose of fore- 
casting changes in business. He developed three indices, one 
for business activity, another for money rates, and another 
for speculation.' The latter consisted of the yields of ten 
railroad bonds, prices of industrial shares, of twenty railroad 
bonds and of bank clearings in New York City. It should 
be remembered that he was interested in discovering a barom- 
eter which would enable him to tell the future course of 
business. For the pre-war period from 1903 to 1913 there is 
a striking correlation between the movements of the curve 
for speculation, for business activity and money rates with 
the time sequence as indicated. It is an almost invariable 
rule that a cause must precede an effect and a superficial 
study of Professor Person’s chart might yield the conclusion 
that speculation was causal and responsible therefore for the 
fluctuations in business and money. 

There is however nothing in the studies of Professor Per- 
sons to warrant such a conclusion. The temporal antecedence 
of stock movements demonstrates rather the finely sensitive 
judgments of those whose valuations determine the course 
of the stock market. The latter strives ever to discount the 
future in order to win in the present the prize of accurate 
prevision. When the first streak of grey appears in the east- 
ern horizon it announces the advent of another day. The 
precedence of these early beams of light does not prove that 
they cause the sun to rise. They forecast the arrival of their 
source. So the stock market strives to project into the pres- 
ent the changes which the future will bring. 

Unfortunately for the profession of forecasting, these valu- 


1See Review of Economic Statistics, April 1919, preliminary Vol. I, pp. 112- 
114. 
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able relationships failed to continue during the post-war 
period. If competent observers failed to detect’ any causal 
responsibility on the part of the stock market prior to the 
war, there is less reason for supposing that it exists today.? 


SPECULATION AND THE CREDIT NEEDS OF LEGITIMATE 
BUSINESS 


A much more insistent charge is that the attraction of 
vast sums of credit by the stock market deprives legitimate 
industry of necessary funds. This view has only recently 
been stated by Senator Capper. He has long been an ardent 
and able champion of the farmer. That he feels strongly on 
the subject is evident from his statement: “I have received 
complaints from a number of farm organizations that West- 
ern banks are sending money to the call loan market which 
is needed at home for farm and other business uses... . 
Money needed at home is being drawn from the Western 
banks to continue this orgy of speculation at the expense of 
Western agriculture and Western business interests. The 


1 White, Horace. The Stock Exchange and the Money Market. “We had 
such a crisis—one of the first magnitude—in 1907. There is no evidence 
that the crisis was due in any special manner to stock speculation,” p. 93. 

* Carl Snyder has developed a very comprehensive index representing the 
Volume of Trade. It is composed of twenty-eight different series of which, 
shares sold on New York Stock Exchange, new corporate financing, grain 
future sales in Chicago and cotton future sales in New York and New Orleans, 
are four. Due to their lack of sympathy with the other items and their in- 
dependence of movement, he assigns them a weight of only 6% of the total. 
He has this to say of their behavior: 

“The most erratic group is, as might be expected, that representing finan- 
cial or speculative activity. The whole group is, therefore, given a weight 
of only 6% in the total Volume of Trade. It includes series showing shares 
sold on the New York Stock Exchange, new corporate financing, the volume 
of future sales of grain, and the volume of future sales of cotton. The group 
index shows the same cyclical movement as that of the Volume of Trade, 
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rise in the country’s credit level threatens legitimate busi- 
ness. Interest rates in many sections of the country are higher 
than business can stand. . . . It is a situation which should 
have the immediate attention of the special session of Con- 
gress.”’ Another echo of similar import comes from the 
Washington office of the Associated General Contractors of 
America, ‘‘the back-lash from the diversion of finances to 
speculative purposes showed its first definitely injurious ef- 
fects on the construction industry during March. 

“The figures representing current construction operations 
of all types, based on shipments of construction materials, 
show a decrease of five per cent in volume of construction 
performed during March as compared with February, .. . 
This is a reversal of the usual seasonal trend.” 2 

The Federal reserve bank of New York in its annual re- 
port for 1928 makes a similar reference to the effect of higher 
rates on other industries, particularly construction. 

This is a very plausible argument. The ability to con- 
tinue in business depends upon the existence of a margin 
between costs and prices. If costs rise, the profit margin is 
and does not, as has been claimed, forecast the Volume of Trade, but tends 
more often to synchronize with it. There are many peaks and troughs super- 
imposed on the larger waves which have no counterpart in the Volume of 
Trade. The amplitude of the fluctuations is very much greater than in the 
Volume of Trade, varying between 30% below to 90% above normal. What 
is true of the financial group as to general agreement with the Volume of 
Trade, magnitude of fluctuations, and irregularity of month to month move- 
ment is true also of shares sold on the New York Stock Exchange, and cor- 
porate financing as is shown in Chart 34. Shares sold have varied from 50% 
below to 150% above normal, and corporate financing from 75% below to 
120% above normal, a truly amazing range of variation. Grain futures have 
also shown an erratic movement, and have little connection with the Volume 
of Trade, but a somewhat general synchronism with the movement of grain 


exports. Cotton future sales likewise fluctuate wildly, and show relatively 
little connection with the Volume of Trade.”—Business Cycles and Mcasure- 


ments, pp. 132-133. : 
1 United States Daily, April 12, 1929. 
2 New York Times, April 11, 1929. 
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reduced. Interest is a cost. If it rises business is discour- 
aged, hence the present high rates adversely affect all busi- 
ness—or at least they should, other things being equal, etc. 
The soundness of this theory has already been examined. 
Suffice it to say for the present that at the very time when 
we hear the lament of the defenders of ‘“‘legitimate”’ business 
against the encroachments of this “orgy” of speculation, we 
find business in the pink flush of bounding health. It seems 
to thrive on adversity. 
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IX 
IN DEFENSE OF THE STOCK EXCHANGE 


DurING the long period of gestation from which the 
Federal Reserve Act finally emerged, there was manifest in 
the legislature of the nation a determination that the credit 
resources of the country should never be tied up in the 
stock market. The fear of monopoly as evidenced by the 
appointment and investigation of the Pujo committee in 
I912, the inaccurate but inevitable association of Wall 
Street with stock frauds, the identification of gambling and 
stock transactions, all fortified the earnest intent of Sena- 
tors and Congressmen that the pure spring of national 
credit should never be contaminated by contact with Wall 
Street. 


HAS THE STOCK MARKET ANY RIGHTS TO CREDIT? 


The present controversy arises from the increase in the 
amount of credit which is devoted to stock exchange trans- 
actions and in the current condemnation of this absorption 
of funds there is a subtle and at times outspoken implication 
that the activities of the stock exchange are without the pale 
of economic merit, that Wall Street should properly ever 
be content with the credit crumbs that drop from the bank- 
ing table and should never have the temerity to bid for its 
own rightful share of the total. It becomes necessary there- 
fore to indulge in certain elementary observations which 
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have escaped the attention of those ardent spirits who have 
levelled indignant jeremiads in the direction of lower Man- 
hattan. 


AGRARIAN ARROGANCE 


The man who plows and sows and reaps has from time 
immemorial arrogated to himself the sole title to the flow of 
riches which sustains humanity. He has always been resent- 
ful of the trader and begrudged him his share in the com- 
munity income stream. It is this profound inability to ap- 
preciate the valuable function of the trader which led the 
thinkers of the middle ages to develop the concept of a just 
price and to condemn such trade practices as the purchase 
of supplies outside the regular market, or at a price less 
than that which prevailed in the regular market, and any at- 
tempt to increase values by storing goods in periods of 
plenty for disposal in periods of scarcity or buying goods at 
one price and selling them at a higher price without chang- 
ing their form, appearance, or place. 

At the bottom of this restriction against what we to-day 
consider fair trade practice lay the conviction that values 
could be enhanced only through constructive labor. If a 
merchant purchased a bushel of grain one day and tried to 
sell it at a higher price the next he was attempting, accord- 
ing to the lights of the medizval world, to get something 
for nothing and was little better than the sturdy highway- 
man who shouted “stand and deliver.” It seems as though 
the curtain of time should have rung irrevocably down upon 
that scene and yet there appears to-day in this controversy a 
prejudice against trading which is closely related to the 
economic doctrines of the middle ages. It is therefore nec- 
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essary to demonstrate anew the valuable services which the 
stock exchanges render. 


THE STOCK EXCHANGE AS A FOCAL POINT OF VALUES 


The stock exchange is the stage whereon is focused the 
world’s most intelligent and best informed judgment of the 
values of the enterprises which serve men’s needs. It is 
probable that upon this stage can be discovered the aristoc- 
racy of American intelligence. In direct and effective liaison 
with all parts of the world, with constant appraisal and 
re-appraisal of every enterprise whose shares are bought 
and sold, it calls the attention of accumulated capital to the 
points of greatest profit and directs the stream of invest- 
ment to the areas where it is most needed. Being in a con- 
stant state of flux and moving with the utmost freedom con- 
sistent with a high state of business honesty and a scrupu- 
lous regard for the public interest it effects that constant 
re-adjustment of invested capital which a changing world 
demands—with a minimum of loss and friction. At the 
present time the growth of the aeroplane industry, the de- 
velopment of radio, the expansion of the chain stores and 
the promotion of the United States Steel Corporation to 
a higher level of effectiveness are all dependent upon the 
remarkable facility with which they can draw upon avail- 
able capital through the medium of Wall Street. 


AN ACTIVE SOURCE OF CORPORATE INFORMATION 


The stock exchange promotes the widest dissemination of 
knowledge regarding corporate affairs. The air of mystery 


163 


WALL STREET anp WASHINGTON 


which once marked stock activity has entirely disappeared. 
The exchange has itself led the fight for more effective cor- 
porate publicity. Its listing requirements have been in- 
creased to the end that the corporate enterprise whose shares 
are offered to the American investor may stand in the clear 
light of day for the inspection of the prospective purchaser. 
The latter need no longer feel that he is reaching into a bag 
whose contents are indicated on the outside by vague and 
cryptic symbols. Likewise is the investor given a wider 
choice, for the exchange now contains not only an impres- 
sive list of American securities but hundreds of foreign 
issues, governmental and industrial, bonds and stocks. It 
compels the regular publication of balance and income state- 
ments and the fullest information concerning dividends. 


A VIGOROUS DEFENDER OF HONEST INVESTMENT PRACTICE 


For more than a half century the stock exchange has 
waged relentless warfare against the security swindler in an 
attempt to protect the innocent investor. It has dealt se- 
verely and uncompromisingly with its own members who 
have failed to abide by the code of the Exchange, the pur- 
pose of which is, “to maintain high standards of commercial 
honor and integrity among its members; and to promote 
and inculcate just and equitable principles of trade and busi- 
ness.”" It is only fair to say that the exchange has properly 
perceived its responsibility, that it has taken the initiative 
in extirpating security frauds and that it has been more 
effective in creating conditions of safe investment than have 
all the efforts of state and federal governments combined. 


‘From the Constitution of the Stock Exchange. 
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A CONSTANT AND FREE MARKET FOR ALL SECURITIES 


It provides a constant and free market for the purchase 
and sale of all securities and this has implications of vast 
importance which are not apparent on the surface. It means 
that the corporation or individual with a surplus of cash 
may invest it and place their funds at the disposal of the com- 
munity with the assurance that a recurrence of need will 
enable them to reconvert their investments into cash. How 
important this is can readily be seen by examining the rela- 
tion of this constant marketability to the ae structure 
of the country. 

A bank has enormous liabilities payable on demand. It 
cannot keep funds in its vaults which will enable it to meet 
any large part of this at one time. Were this necessary the 
cost of the banking service, one of infinite value to the busi- 
ness community would be far greater than it is to-day. The 
ability of the bank to invest its funds in bonds and other 
securities which it can liquidate at a moment’s notice re- 
leases vast sums which would otherwise be imprisoned in 
swollen reserves. 

When, in the infancy of banking, the goldsmiths accepted 
a deposit for safekeeping which they agreed to repay on 
demand, they charged their clients for the service per- 
formed. To-day when the client enters the bank he is wel- 
comed with open arms and the bank pays him for the privi- 
lege of keeping his funds and paying them back on demand. 
The existence of a great Exchange whereon securities may 
be sold at any time and without condition has been of vital 
importance in making this amazing banking progress pos- 
sible. A sustained denial by law of the privileges which the 
exchange extends would result in a temporary paralysis of 
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our banking system and in the final necessity of heavier 
bank reserves and consequently greater cost of the service 
rendered by our banks to-day. The existence of the ex- 
change makes it possible for the credit and monetary struc- 
ture of the country to rest upon a smaller base of gold at any 
given price level. 


THE STOCK EXCHANGE AND GOVERNMENT FINANCE 


The Bank of England was born of the fiscal necessities 
of the English Government. It owed its existence to the 
fact that the government needed funds and was unable to 
sell its bonds. In return for taking what was then con- 
sidered a substantial sum of these, the Bank of England 
received its charter. Had there then been a free market 
for securities comparable to those we have to-day, the fiscal 
necessities of the government would never have driven it to 
what must have seemed to many Englishmen a radical com- 
mitment. Fortunately the fears of the conservative proved 
to be ill founded but the experience suggests the debt which 
all governments that rely to any extent upon public credit 
(and what governments are there that do not?) owe to the 
securities exchanges. Without them public credit would be 
an awkward and costly fiscal device and the sooner would 
the harassed finance minister be compelled to resort to that 
scarlet lady of public finance, inflation. 


FACILITATING THE MOVEMENT OF CAPITAL 


Prior to the war the flow of capital across the Atlantic 
commenced in Europe. America was growing entirely too 
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rapidly to be able to supply its own capital needs from the 
margin of savings established by the national income. Our 
securities were therefore quoted on every important ex- 
change in Europe and the freedom with which it was pos- 
sible to buy and sell, placed the capital reservoirs of Europe 
at the disposal of American industry. The tide has turned 
and to-day we have an increasing number of foreign issues 
listed on the New York Exchange and the savings of 
American citizens seeking opportunities of maximum return 
need not be confined to the United States. Through the 
facilities provided by our exchanges it is possible for Ameri- 
can capital to purchase interests wherever they are most 
attractive. 


A SHARE OF STOCK NOT A PROPER OBJECT OF SUSPICION 


In our defense we have dealt so far with the structure and 
mechanism of the exchange and the services which it per- 
forms for the investor, for the banker, for the business 
man and for Uncle Sam. We turn now to the share of stock, 
the medium in which the exchange deals, and we will find 
that its character as an investment device and the process by 
which its value is determined are as far above reproach as 
the products of the farmer and the subtle influences which 
determine their value. 


STOCK REPRESENTS FRACTIONAL PROPRIETORSHIP 


A share of stock is the right to a fractional part of the 
assets of an incorporated enterprise. | No one who buys 
such a share ever expects the enterprise to be divided into 
minute parcels to be distributed to the investor. Such a pro- 
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cedure would be unattractive in the extreme and defeat the 
very purpose for which the stock was purchased. The man 
who buys a share of stock is interested in it because he 
believes it to be the source of a flow of recurring values in 
the future. Such values may take the form of dividends or 
appreciation or both. The point is that he is interested in the 
future periodic increments of income which the stock will 
yield. That series of uses is shrouded in some uncertainty 
and the future is rarely as attractive as the present. They 
are therefore discounted and the rate at which they are dis- 
counted flows from subtle wells of human reason and emo- 
tion which have never been and perhaps never can be satis- 
factorily explained. 

However, a share of stock is in this sense no different 
than any other economic agent which has the capacity of 
yielding continuous uses. When the contractor contem- 
plates a skyscraper he calculates the rent which he can get. 
If that flow of income, discounted at the community rate of 
interest, is sufficiently high to justify the cost of construc- 
tion, he will build. He is paying a present price for a series 
of future incomes. When a man considers a new suit of 
clothes he thinks of the pleasure he will get in the future in 
wearing it. That series of agreeable future sensations con- 
stitutes the income from the suit. If, when discounted to 
the present, they do not exceed the price asked for the suit 
he will not buy. A stock therefore differs from other eco- 
nomic goods in no essential respect. True it is intangible 
but that does not affect its fundamental role as a source of 
future incomes nor the process by which its present value is 
determined. Much mystery has attached to the principal 
raw material of the stock market. For this there is little 
reason. Its nature is known, the influences which deter- 
mine its value can be catalogued but not evaluated and the 
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final value itself therefore appears to rest in the lap of the 
gods. 


FORCES ACTING UPON MARKET ARE NATURAL 


The forces that act upon the market are in no sense a mys- 
tic or esoteric array. The investor may and, it is to be noted, 
does avail himself of all the information he can obtain either 
through his own unaided efforts or with the help of any 
of a large number of agencies which provide careful analy- 
sis of stocks and interpretations of general influences. Since 
alarmists have seen in the present market an orgy of specu- 
lation, implying thereby a wholly irrational appraisal of 
stock values, it becomes necessary to examine briefly the 
factors that bear upon processes of valuation in the pres- 
ent market. These factors are of two general kinds, one 
set applying to specific stocks and the other to the general 
conditions under which corporate business operates at the 
present and is likely to operate in the future. 


STOCK ANALYSIS 


The most obvious approach to the value of a share of 
common stock is through an examination of corporate bal- 
ance and income statements. Enough manuals, many of 
them excellent, have been written on balance sheet analysis 
to make an excursion into that field here entirely unneces- 
sary. Suffice it to point out that such an examination shows 
the composition and size of assets, liabilities, revenues and 
expenditures, the ratio of liquid assets to current liabilities, 
the margin of profit and the capacity to pay dividends. 
When the investor has finished with this examination he 
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has only begun. He is interested in the future and corpo- 
rate enterprise has not yet commenced the practice of pub- 
lishing future balance and income statements. That is un- 
fortunate, for the investor must now either take somebody’s 
advice or do some severe thinking which the inexorable 
course of events may render entirely futile. The writer has 
already suggested elsewhere’ an analysis of corporate assets 
which attempts to account for the influence of changes in 
the general price level, re-investment of earnings and 
changes in population. As the economists so often empha- 
size, the world is dynamic rather than static and if we are to 
project our stock values into the future we must so far as 
possible take into account changes which we know will 
occur. 

In extending our balance sheets into the future we must 
ask and answer at least three questions bearing on the spe- 
cific stock. What will be the effect of population changes? 
of changes in the price level? of self-absorption or earn- 
ings? The investor not only attempts to forecast the effects 
of these changes but is constantly on the alert to discover 
the trend of corporate events to check up on his anticipa- 
tions. The moment he discovers the failure of prophecy and 
event to concur he rewrites the value of his investment or 
tries to sell it at the old value to someone who has not yet 
made the discovery—and that is the life of the Street. 


MARKET PSYCHOLOGY 


Unfortunately the intellect never examines prospects 
through crystal clear vision. The latter is always colored 


ae Business Review, April, 1929. ‘Is Investment Hedging Pos- 
sible?’ 
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either by a spirit of optimism or the contrary and this in 
turn arises from certain general conditions which affect the 
certainty, the continuity and the magnitude of future in- 
come flow. At the present time we are in a state of opti- 
mism. For this there is some justification. We emerged 
from the war on the right side. Up to that point we had 
been in economic bondage to the old world. There had been 
a continuous flow of capital into this country. We do not 
intend to minimize the importance of that capital in promot- 
ing the rapid exploitation of the physical assets of the coun- 
try. However, it placed us in the position of a debtor na- 
tion and that position is always a trifle offensive to the 
spirit of pride. War presented the opportunity for emanci- 
pation and it was seized. The circumstance of international 
strife relieved us of our debt to the world and reversed the 
flow of investment. We are a creditor nation to the extent 
of twenty-five billion dollars and the fact is an element in 
that confidence which we now exude. 

Our commercial missionaries are penetrating every cor- 
ner of the globe. Each year brings evidence not only of in- 
creasing economic importance but something akin to domi- 
nance in world trade. 


A BASIS FOR CONFIDENCE 


Our position at home is the envy of our rivals and its 
emulation their attractive goal. The past few years has 
seen a stream of delegations coming to the United States to 
study our position and our methods, and to discover if pos- 
sible the key to that golden prosperity with which we seem 


1 Based upon Combined Report of the World War Foreign Debt Commission 
and Survey of Department of Commerce by Paul D. Dickens. April 16, 1929. 
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blessed. The reports made by these commissions emphasize 
certain advantages which account for our economic well 
being. Among these are the richness of our natural re- 
sources, our magnificent organization for industrial pro- 
duction and distribution, the enterprising spirit (critics of 
speculation please note) of our citizens, the breadth and 
uniformity of our market areas which make mass produc- 
tion possible, a progressive laboring class which, if it does 
not always welcome innovations is at least disinclined or 
unable to offer effective opposition, and finally the absence 
of all tariff restrictions within this vast and teeming market 
place. 

Great as our progress has been in the past, it has not been 
uniform. The course of industrial advance is never even. 
It moves forward irregularly and causes waves which we 
have called business cycles. This is not an appropriate place 
to discuss these periodic fluctuations. The task has been 
ably performed elsewhere and we are justified at this point 
only in calling attention to the greatest of these waves and 
in demonstrating that they have been the result in large part 
of far-reaching changes in our commercial and industrial 
structure. 


MATERIAL PROGRESS 


Since 1922 we have been passing through one of these 
surges of progress, one of the four greatest in the last cen- 
tury." We have made remarkable strides in the application 
of mechanical energy, in labor saving, in technological im- 
provements, in marketing and distribution, in new inven- 


’ For a full account of these changes see Recent Economic Changes, National 
Bureau of Economic Research, 1920. 
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tions that have opened to man’s astonished gaze undreamed 
of vistas of material achievement. We hear of industrial 
plants so completely mechanized that casual visitors are un- 
able to discover the human hands which direct them. We 
find that we can purchase cars to-day at a price approxi- 
mately half as great as that which we paid for similar makes 
ten years ago and they are incomparably better cars. 

These radical changes are by no means confined to the 
manufacturing industries. A new era has arrived in trans- 
portation and communication. Nor has the farmer been 
omitted in this procession of progress. A hundred years 
ago more than seven-eighths of the population was engaged 
in agriculture and farming at times descended to unspeak- 
able drudgery and fearful hours. To-day less than one- 
quarter of the population is so occupied and be it noted that 
their condition and that of the rest of us is infinitely better. 
We work less and have more. In the spurt which has taken 
place since 1922 the farmer has participated. There has 
been an increasing use of power principally through the 
tractor, an improvement in crops and animals, a more effec- 
tive use of fertilizer, with the aggregate result that five 
farm workers can produce more to-day than six could turn 
out in 1922. 

The farmer has made great absolute progress since the 
war. His discontent arises not so much from the absence 
of improvement as from the fact that in the procession 
toward greater returns he has been dropping toward the 
rear. He has been moving ahead but on the basis of income 
has not travelled as fast or as far as the majority of the 
elements in this tide of progress. He is infinitely better off 


1 Annals of the American Academy, Changes in the Production and Con- 
sumption of Our Farm Products and the Trend in Population. O. E. Baker, 
Pp. 97-146, March, 19209. 
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to-day than were his father and his father’s father. He has 
the radio, a car, mechanical power to remove drudgery from 
farm work and home comforts undreamed of in a previous 
generation. His irritation finds its origin in the still greater 
progress achieved by the other claimants to the national 
dividend. It is entirely natural for him to feel that way and 
there is no intent here to chide him for ingratitude. 


STABILITY OF PRICES AND ABSENCE OF INFLATION 


It is notable that all these changes have taken place in the 
face of a remarkably stable level of general prices. The pur- 
chasing power of the dollar has changed little during the 
past seven years, the total range of fluctuation hardly exceed- 
ing ten per cent.’ In itself this might seem a very encour- 
aging omen. Price inflation is always a subtle stimulant 
which sets in motion forces that may in the end prove 
destructive. It is the Mephistophelian lure which brings 
years of pseudo-prosperity and exacts depression and dis- 
tress in retribution. The absence of commodity inflation 
therefore gives the present expansive movement a warrant 
of exceptional soundness. 


PRICE CONDITIONS BETTER THAN THE RECORDS ADMIT 


However, this does not tell the complete story for the 
simple reason that the statistical device which we call the 
index number and which we use as our yardstick for mea- 
suring changes in the price level is incapable of registering 
changes in the quality of the products whose prices are used 

* Carl Snyder’s Index of General Price Level. 
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in the computation. Automobile tires have recently been 
added to the list of commodities (550) which the Bureau 
of Labor Statistics now employs in the calculation of its 
well known index of wholesale prices. It is a matter of 
common knowledge that automobile tires are to-day infi- 
nitely superior to the product which some years ago in- 
spired that musical opus “Get Out And Get Under.” Al- 
though the price of tires has declined, the product is vastly 
better than that of an earlier day. The same thing may be 
said of cars. The Chevrolet in 1918 cost about $1100. To- 
day it costs about half as much. An index of prices can 
register the change in the price. It does not register change 
in quality. A still more striking illustration is afforded by the 
radio. In the parlor is a small portable set which was con- 
sidered the last word in radio construction five years ago. 
It cost $250.00 at the time. Beside it to-day is an attrac- 
tive, ornamental and highly satisfactory product of the 
same industry purchased three months ago. It cost about 
$150.00. There is no comparison in quality between the 
two. A price index registers the drop in price but not the 
rise in quality. 


INCREASE IN COMMUNITY INCOME 


These examples indicate what everyone knows, namely, 
that the income stream of the community has swollen into 
greater abundance and the cornucopia of material produc- 
tion is pouring forth an ever increasing tide of those things 
which make life richer. The worker’s pay envelope will 
buy more to-day than it ever did, partly because it contains 
more counters and partly because each counter has a greater 
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equivalent in food, clothing, shelter and recreation, the 
essential constituents of real income. 


GOOD GOVERNMENT 


Combined with all this is our good fortune in the govern- 
ment we enjoy. Far be it from us to give it a clear white 
bill of virtue. But with all its faults it is a good govern- 
ment, and as citizens we have that inalienable privilege of 
striving to improve it. Our present administration is con- 
servative and that is a virtue. The preponderance of evi- 
dence is all in favor of the existing order. Man has experi- 
mented for countless centuries. He has attempted almost 
all conceivable economic and social combinations in his ef- 
forts to improve his position. As the result of this long and 
infinitely costly system of trial and error, man has attained 
his present position. It is by all odds better than any he has 
ever found himself in before. The presumption therefore is 
that the present order is better than any which has preceded 
it and by the same token the burden of proof that it requires 
change rests upon the advocates of “reform.” 

There is no wish here to pin the badge of perfection upon 
the existing order. That there is room for improvement 
the author will be the first to affirm. But that administra- 
tion is wise which will insist that no change be tolerated 
until the existing arrangement has been demonstrated de- 
fective not moderately but seriously nor until the proposed 
remedy has been established as efficacious beyond peradven- 
ture. Such an administration this country enjoys to-day 
and it is little wonder that the business man and the finan- 
cier with their deeply ingrained empirical prepossessions 
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should regard it with profound confidence and consider it 
an element of strength. 


PEACE 


A final factor in the situation is peace. We are on friend- 
ly terms with the world and barring such unfortunate inci- 
dents as the sinking of the Canadian rum runner “I’m 
Alone” and the impending impasse in reparations,’ there is 
hardly a cloud on the horizon. At home high wages and 
little unemployment have promoted industrial peace and 
excepting the issues of prohibition, farm relief, the crime 
wave and the policies of the Federal Reserve Board there 
is little to disturb the even tenor of our commercial ways. 


HIGH VALUES UPON STOCKS NATURAL 


With marked progress in individual industries, in an era 
of radical improvements in our economic life comparable to 
the Industrial Revolution, attended by singular good for- 
tune in the expansion of foreign trade and achieving a 
dominant place in the firmament of international commerce 
and finance, with peace at home and abroad and with an ad- 
ministration in which the country has the greatest confi- 
dence, it is little wonder that those who buy stocks, who, in 
terms of the economist, are paying a present sum for an 
infinite series of future incomes, should be inclined to pay 
a rather high price. These people are placing a high value 
upon future increments of income and subjecting them to a 
low discount. They may be inerror. It is for them to judge 
and most emphatically not for a body in Washington, no 


1 Has now been settled. 
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matter how wise and honorable and disinterested they may 
be. It must be reiterated that on the wholesthe individuals, 
from whom flows that stream of evaluations, which has set 
present prices upon stocks, are among the best informed and 
most intelligent people in America. 


INVESTOR HAS RIGHT TO HIS OWN JUDGMENT 


We grant that it is possible for these individuals with all 
the superb qualifications and tremendous self-interest which 
they bring to their tasks to over-rate the future and subject 
it to an inadequate discount. It may well be as Max Wink- 
ler has said that some people who are buying stocks are dis- 
counting not only the future but the hereafter. We insist 
that this is their own peculiar concern and not that of a 
body in Washington to whom Congress has delegated a 
small fraction of power with the injunction that they should 
so administer the ultimate banking and monetary resources 
of the country as to “accommodate” business and com- 
merce. That word is “accommodate” and not “control.” It 
is no more the right of such a body to determine what a safe 
level of stock prices is than it is for them to say what the 
average citizen’s wife pays for her new spring hat. It may 
be that the latter is indeed of more far-reaching and poign- 
ant importance than the current price of Canadian Marconi. 


MARKET PROVIDES THE MEANS FOR ITS OWN CORRECTION 


We need not stop with a denial of the right of a govern- 
ment body to substitute its discretion for that of the individ- 
ual in the valuation of stocks. The market carries within 
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itself the seeds for its own correction in the event that it is 
swayed unduly in one direction or another, If there are a 
substantial number of people holding stock to-day, the pres- 
ent price of which is too high, there is an old and much 
maligned corrective at hand. The trader always has the 
right to match his judgment against that of the market and 
if he feels that the market is placing a value upon a share of 
stock which is not justified by all the considerations which 
bear upon the value, he can sell at the current price even 
though he does not possess the stocks. He takes the risk of 
replacing what he has sold when his judgment has been con- 
firmed by a fall in the price. It is significant that no short 
selling movements, sustained and substantial, have devel- 
oped.’ It must be evident that the consensus of judgment of 
the millions whose valuations function on that admirable 
market, the Stock Exchange, is that stocks are not at pres- 
ent prices over-valued. They may be wrong. Where is that 
group of men with the all-embracing wisdom which will en- 
title them to veto the judgment of this intelligent multitude? 
With all the respect we have for those eight men in Wash- 
ington, we are not able to make that concession to them even 
when their judgment is fortified by United States Senators. 


HISTORY HAS A LESSON FOR US IN THIS MATTER 


To those who feel that the stock market requires positive 
guidance we shall recall some history whose lessons the 
course of time has apparently obliterated. In 1812 the pure 
moral nature of the legislature of the State of New York 


1 By this we mean that we have no evidence that the rising trend starting 
in 1921 has been reversed. 
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reached that state of righteous indignation which could be 
consoled only by peremptory legislation. These well mean- 
ing men were so impressed with the scandalous immorality 
of selling something which you neither owned nor possessed 
that the issue of a legislative mandate against the pernicious 
practice could alone appease the outraged conscience of 
these solons. As on many another occasion in American 
history, the passage of the act was identified with the solu- 
tion of the evil. This ingenuous confidence in the efficacy of 
the law has always been characteristic of American legisla- 
tive bodies. Indeed, it is possible by assiduous seeking to 
discover such incidences even in this day. The law was 
never enforced. Had it been enforced it would have injured 
the very parties it was designed to protect. After being 
ignored in the long interim it was repealed in 1858. 


SPECULATION, MANY EVILS ARE EXPLAINED IN THY NAME 


Many illegitimate children of indeterminate economic pa- 
rents have been deposited at the doorstep of speculation. 
That short selling depresses the price to the producer and 
over buying raises the price to the consumer are old and 
familiar charges. Among the most notable and illuminating 
of these charges was that made by Secretary Chase in 1864 
that the manipulations of the gold speculators were depress- 
ing the price of greenbacks and pushing the price of gold up 
to artificial heights. Mr. Chase, it will be recalled, played 
an important part in the issue of the greenbacks and had 
been guilty of certain errors of judgment which we may 
mildly designate as fiscal ineptitude. 

Before leaving office, therefore, he prepared a bill, which 
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he persuaded Congress to pass, prohibiting, among other 
things, the sale of gold unless it was actually in the posses- 
sion of the seller and could be delivered by him to the 
buyer on the day of sale. This measure, it was fondly ex- 
pected, would correct the disparity between the value of gold 
and of greenbacks. Certainly the authority of the govern- 
ment should be at least equal to that of the gold gamblers. 
When Uncle Sam said a green certificate should have the 
same value as 23.22 grains of pure gold, it was nothing 
short of seditious conspiracy and treachery of the darkest 
hue on the part of speculators to set up deliberately a ratio 
of values other than perfect equality. King Canute, ac- 
cording to legend, once entertained equally quaint views 
with regard to the waves of the sea. Mr. Chase was not 
familiar with the alleged incident. He and Congress be- 
lieved the speculators were forcing the price of gold up and 
he and Congress were determined that the price of gold 
should come down. 

After the passage of the bill he said to Horace Greeley: 
“The price of gold must and shall come down, or I'll quit 
and let somebody else try.”* The law was passed on June 
17, 1864. On that day gold was quoted at 198, on the fol- 
lowing day at 208, a day later at 230 and at the end of the 
month at 250. Two days later without debate or discussion 
Congress repealed the act. 


GERMANY AND STOCK SPECULATION 


In 1896 the Reichstag, under the influence of a powerful 

Agrarian party, opposed to speculation because it was sup- 

1 Quoted by Horace White, Money and Banking, Fifth Edition, p. 120, 

from letters of Chase to Greeley in the New York Daily Tribune, Jan. 20, 1895. 
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posed to injure the farmer and also on moral grounds, 
passed a law prohibiting sales for future delivery of agricul- 
tural products and of industrial and mining shares. In order 
also to discourage speculation by investors of moderate 
means who could least afford to take risks, it was provided 
that all who wished to carry on speculative operations on the 
exchange must enter their names on a public register, i.e., 
that trades by individuals not so registered would have the 
character of pure gambling transactions and would not re- 
ceive the sanction of German courts. It was thought that 
this would limit gambling to men of means and character. 
The latter, however, refused to advertise themselves as 
speculators. Foreign brokers opened exchange offices in 
Berlin in which the stocks of the New York, London, Paris, 
and Amsterdam markets were freely traded. Within one 
year after the passage of this law seventy such offices were 
opened in Berlin and a vast amount of German capital 
which had formerly been employed on the Berlin Bourse 
was transferred to foreign money centres. 

German bankers and brokers in order to do any business 
at all were compelled to register and the “two by four” 
speculator instead of dealing directly now dealt through 
brokers. In the event that the market took an unfavorable 
turn he could and did repudiate his contract on the ground 
that it was gambling. 


EVILS OF GOVERNMENT REGULATION 


The great German banks became security dealers and 
used the funds of their depositors in a manner most menac- 
ing to the safety of the banking structure. They became 
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actively interested in the manipulation of stock values and 
while they could thus in their dealings with their unregis- 
tered clientele play with loaded dice, the latter were always 
able under the law to withdraw cash and securities pledged 
in the event the dice took an unfavorable turn. The courts 
were always prepared to say, “This transaction is gambling 
since the party is not registered. The court will not lend 
its sanction to the enforcement of an illegal contract.’ The 
law had the most unanticipated consequences and realized 
none of its expected benefits. 

Speculation took on a darker and more sinister hue. The 
small speculator was encouraged to stake his substance by 
the possibility of welching on his contract. The reputable 
capitalist of means employed his funds in other markets. 
Berlin’s financial position was seriously injured. The banks 
were forced into activities that placed the soundness of the 
credit structure in grave jeopardy. Certainly this experi- 
ment in the regulation of “speculative excesses” should be 
carefully studied by those who are now proposing to read 
Wall Street a lesson in white propriety.’ 

These experiences should be very sobering. They should 
admonish the utmost caution to those who propose to curb 
“speculative excesses.” It may be said that no instrument of 
modern society has been so maliciously and so ignorantly 
assailed as the Stock Exchange. It is a modest institution 
which does not wear its merits on its sleeves. Through its 
teeming corridors the capital of the world flows to points of 
greatest aridity. Any interference with that free flow will 
seriously embarrass the industrial and commercial organism 
and not the least those very militant groups whose highly 
articulate spokesmen are raising lament in the press of the 
land and in the halls of Congress. It will dam up the stream 


1See Report of Hughes Commission, pp. 21-22. 
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of prosperity as no “act of God” ever has and leave upon 
the face of this fair land sterile spots whose beauty and pro- 
ductiveness may never be restored. 


PART FOUR 


THE ARTILLERY OF THE AGGRESSOR AND ITS 
LIMITATIONS 


X 
THE DISCOUNT RATE 


Speculation and Stock Prices the Objects of Federal Reserve Policy — 
The Discount Rate — The Swedish School — Methods of Approach to 
Problem — Source of Central Bank Concepts — Central Banks of Eu- 
rope — Participation of Central Banks in General Banking Business — 
Other Differences — Greater Age of European Banks — Further Con- 
siderations — Brokers’ Loans and Member Bank Discounts — The Dis- 
count Rate and Bank Expansion — How Bank Expansion Takes Place 
— Part of Checks Pass Through Clearings Operation — Amounts to be 
Borrowed — Expansion Will Add Little to Expenses of Bank — The 
Most Favorable Premise — Multiple Loans and Dangerous Expansion 
— The Banker and the Possibility of Losses — Borrowing Never Pre- 
cedes Expansion — Borrowing from the Central Bank an Incident of 
the Banking Function — Effect on Bank Profits — Relation Between 
Central Bank Rate and Community Rate — Disparity in Interest Charges 
to Customers — Effect of the Discount Rate Evident in the Large Cities 
— Open Market, Call and Discount Rates — Call Rate Applies to Short 
Loans — Success of Federal Reserve Policy — Has the Discount Rate 
Had a Fair Test? — It Receives a Test — Progressive Discount Rates 
— Opportunity to Apply Progressive Rates Seized — Extent of Appli- 
cation — Rates Paid by Member Banks and Rates Charged to Cus- 
tomers — Progressive Rates and Deflation — Conclusions as to the 
Discount Rate — Greatest Strength Found in Psychological Effect. 


x 
THE DISCOUNT RATE 


WE have examined at some length the various alleged rea- 
sons justifying the interference of the Federal Reserve 
Board in the stock market. It has been stated that there 
is imminent a shortage of gold. There is no dearth of gold 
visible within a range of time which would call for present 
action. It has been stated that there is general credit infla- 
tion. Again we submit there is no support in the record for 
this position. Finally it has been urged that business is suf- 
fering because of high interest rates caused by a diversion 
of funds into the stock market for speculative purposes. 
The statement has been made with both eyes shut. The rec- 
ord for the first quarter of 1929 reveals a prosperous state 
of business, one of the most brilliant in fact of recent years. 


SPECULATION AND STOCK PRICES THE OBJECTS OF 
FEDERAL RESERVE POLICY 


By a process of elimination, supported in part by the pos- 
itive utterances of those who urge the Federal Reserve 
Board on to still more aggressive action, we come to the 
ugly conclusion that the Board either shares or has been 
moved by the unreasoning prejudice against the stock mar- 
ket and that it feels that the prices at which most stocks are 
selling to-day are too high. Animated by a wholly righteous 
zeal, it has seized its sceptre of power and wielded it more 
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vigorously than it has on any occasion since the passage of 
the act. . 

In order to chastise this abode of evil on lower Manhattan 
and force prices down to a “reasonable” level what may 
this body of eight men do? Unless Congress succeeds in 
adding others we may say that it has four weapons which 
it may wield for this purpose, the discount rate, open mar- 
ket operations, persuasion of individual banks and publicity. 


THE DISCOUNT RATE 


Of these the most obvious is the discount rate. It is a 
time honored instrument of central bank policy. For a 
limited purpose it has been tolerably effective. In this con- 
nection it must be remembered that the old central banks of 
Europe never invested themselves with the Quixotic ideal- 
ism that certain enthusiasts, not without encouragement 
from the Board itself, are trying to attribute to the direction 
of our banking system. The central banks of Europe have in 
the past felt it their prime duty to preserve the metallic 
parity of their circulation. The unit of currency was de- 
fined as the equivalent of a definite amount of gold and it 
was the job of the central bank to maintain that equality. 
If the credit structure expanded unduly and gold left the 
country, placing the metallic reserves in peril, it was the 
proper task of the bank to raise its discount rate and check 
the outward flow of gold. 

It has been said of the rate of the Bank of England that 
it is strong enough to draw gold from the bosom of the 
earth itself. It is essential that we emphasize at this point 
that the principal objective of rate alteration was the pro- 
tection of the gold reserves. We find little evidence of fan- 
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ciful and highly idealistic ends, such as the stabilization of 
the price level, aid for a particular class, such as the farmer, 
or the determination of the proper level of stock market 
prices. These are the visionary excrescences of an age and 
a land whose people have become intoxicated with a spirit of 
high morality and a sublime faith in the efficacy of legisla- 
tion. It may be objected that “intoxicated” is a singularly 
inappropriate word to use. 


THE SWEDISH SCHOOL 


Perhaps no school of economists has done more to estab- 
lish the faith in the power of the discount rate than the 
Swedish school. In 1898 Knut Wicksell first maintained 
that there was a causal bond between the interest rate and 
the level of prices.’ In 1903 his disciple and compatriot, 
Gustav Cassel, with the fervor of the prophet averred that 
“Now it is universally accepted that credit can be regulated 
by the single expedient of the rate of interest, and, indeed, 
that it should not be interfered with in any other manner.” 
The most startling statement of the theory however was 
made in 1907 by Wicksell before a meeting of the Royal 
Economic Society in England. “If, other things remaining 
the same, the leading banks of the world were to lower their 
rate of interest, say I per cent below its ordinary level, and 
keep it so for some years, then the prices of all commodities 
would rise and rise without any limit whatever ; on the con- 
trary, if the leading banks were to raise their rate of inter- 
est, say I per cent above the normal level, and keep it so for 


1 Geldzins und Guiterpreise, Jena, Gustav Fischer. 
2 The Nature and Necessity of Interest, Macmillan & Co., Limited, London, 


1903, p. 163. 
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some years, then all prices would fall and fall and fall with- 
out any limit except zero.” : 

This is so radical a proposition as to strike even one 
accustomed to. academic eccentricities as absurd. How- 
ever, Professor Wicksell is very careful to raise at the out- 
set impregnable barriers from the shadow of whose assured 
protection he can smile complacently at the futile assaults 
of his critics. What are these invulnerable ramparts? They 
are founded and built upon the simple phrase “other things 
being equal.” Before the predicted effect of a drop in the 
interest rates of central banks can take place “other things” 
must remain equal and the Swedish savant artlessly volun- 
teers that since other things can never remain the same, it 
is impossible to prove that he is mistaken. 

By dint of constant repetition, by continuous and world- 
wide publicity and by a technique only recently revived by 
Mr. Coué, the world has become as convinced of the truth 
of this proposition as of other similarly established “truths” 
such as “four out of five have it” and the intrinsic ill for- 
tune of the number thirteen. 


METHODS OF APPROACH TO PROBLEM 


Now there are several ways of approaching this propo- 
sition with a view to casting light upon it. We may treat 
it ecclesiastically, that is to say, we can summon all the 
weighty authorities in support of it on one side and all the 
weighty authorities opposed to it on the other. This would 
give us a lot of footnotes and protracted references with a 
thin connecting thread of cautious comment. If this were 


‘The Influence of the Rate of Interest on Prices, The Economic Journal, 
Vol. XVII, p. 213. 
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intended as a doctoral thesis in economics that is precisely 
the method which would have to be pursued. 

The faith and dogma within the profession are closely 
related to that body of beliefs which constitute the religion 
of Confucius. Its essence is ancestral reverence. So in 
economics it is necessary to genuflect before the images of 
intellectual forebears. Of course this may yield extremely 
synthetic treatises, utterly sterile and dull and destined very 
appropriately to early interment in the remote and dusty 
shelves of libraries. It is a sufficient compliance with schol- 
arly forms that such a treatise be written. It need not be 
read. In fact, if it is read too much it becomes suspect. We 
will eschew that method and leave it for doctoral candidates 
and students of theology. 

Our method will be to examine the nature of the discount 
rate and its relation to banking operations and then to con- 
sult the record for results. 


SOURCE OF CENTRAL BANK CONCEPTS 


Our conceptions of the part played by the central bank 
rate have been taken to a large degree from the experience 
of the great central banks of Europe and in the process we 
have failed to make allowances for important differences 
in the banking structures of European countries and this 
country. These differences we may confine for the time 
being to two. The first relates to the position of these banks 
as guardians of the ultimate reserves of the country. We 
may say of the Bank of England, the Bank of France and 
the Reichsbank that their responsibility for the ultimate 
safety of the credit and currency structure of their respect- 
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ive countries is no less than is that of the Federal Reserve 
Banks in this country. However, there is this difference. 


DIFFERENCES BETWEEN FEDERAL RESERVE SYSTEM AND 
CENTRAL BANKS OF EUROPE 


The commercial banks of Great Britain, France and Ger- 
many are not required to maintain reserves in the central 
bank. Each bank must be responsible to its own clients 
and stockholders for prudent conduct and for the mainte- 
nance of a sound position. Emphasis is placed upon the 
general character of all assets rather than upon the amount 
of a specific asset such as the deposits in the central bank. 
The latter, it is true, stands prepared at all times, at a price, 
to discount good paper for the commercial banks. It is to 
be noted here that good paper includes bills secured by stock 
collateral. The purists of central bank policy in this coun- 
try would regard such a suggestion as nothing short of a 
satanic alliance. The Bank of France, however, is innocent 
enough to regard securities as the equivalent of a signature. 
Security loans in England and Germany must ordinarily 
pay a higher rate but that is the extent of the discrimina- 
tion. 

These European chauvinists have a curious notion to the 
effect that their stock exchanges are assets and should have 
access to the final source of credit even as other enterprises. 
The banks of these countries freely resort to the central 
bank when necessary and no odium attaches to the pro- 
cedure. Most of them as a matter of prudence and policy 
maintain deposits with the central bank but the precise re- 
lation between such deposits and their own liabilities is a 
matter of individual banking discretion. In this country 
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the relation is defined by law and is rigid. The central banks 
in turn are not required to maintain legally defined reserves 
against their own deposits (excepting the Bank of France 
since June, 1928). 


PARTICIPATION OF CENTRAL BANKS IN GENERAL BANKING 
BUSINESS 


A second vital difference between these banks and our 
own central bank is the extent to which they participate in 
a general banking business. The Bank of France has about 
600 branches and the Bank of England and the Reichsbank 
deal with the public much as other banks. In our country 
the contact with the public is strictly limited to the purchase 
and sale of certain narrowly defined commercial instru- 
ments and government securities. The banking function of 
the Federal reserve banks has been rather rigidly confined 
to the protection of the ultimate reserves of the country’s 
banking system. Its action therefore is effective only inso- 
far as it relates to the reserves of member banks and then 
only to the extent that pressure upon the reserve will 
actually modify member bank policy. The relative size of 
the Federal reserve banks and their narrowly defined func- 
tions have destined them to a passive role on the stage of 
commerce and credit. 

The contrast in relative size of the various central banks 
is striking. If we take the total banking strength of each 
central bank as the sum of its circulating notes and deposits 
and compare it with the total of deposits of the other banks 
in the country, we discover a ratio in America of 1:13.3, 
in England of 1:5, in Germany of 1:4 and in France of 1:2. 
In the latter country the central bank controls one third of 
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the total banking strength. In such a country the bank is 
in a position to exercise a dominant position not only by 
determining the rate at which other banks may borrow from 
it but also by direct action. Unless we wish the Federal 
reserve banks to go into the general banking business, we 
should not expect them to have the same relative power as 
the great banks of Europe and the last body to cherish such 
illusions of grandeur should be the Board itself. 


OTHER DIFFERENCES 


There are other differences which impair the power of 
our Federal reserve banks as compared to the Bank of Eng- 
land, the Bank of France and the Reichsbank. The latter 
not only have the responsibility of serving as the fiscal 
agents of their governments, but they have also the privi- 
leges that go with such office, particularly that of holding 
all or at least the greater part of the deposits of the gov- 
ernment. The American government keeps a trifle less than 
go per cent of its deposits in the private banks of the coun- 
try. These deposits are scattered throughout more than 
7,500 banks, more than 7,000 of which are classed as special 
depositaries, which means, virtually, that Uncle Sam guar- 
antees a certain minimum of deposits in each such bank. 
If that minimum is impaired, a telegraphic transfer from 
the nearest Federal reserve bank restores the balance. In 
1925 these transfers exceeded $126,000,000 and in 1926, 
$122,000,000." In this country, therefore, government de- 
posits instead of being a source of strength are a source of 
weakness to the central bank. 


*See Annual Report of the Secretary of the Treasury, 1927, p. 146 and ibid., 
1926, p. 604. 
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GREATER AGE OF EUROPEAN BANKS 


With the exception of the Reichsbank, these great banks 
of Europe are older. They are guided by traditions accu- 
mulated during a distinguished past. Their leadership is 
transmitted to a more compactly organized banking system. 
They have no hinterland inferiority complex with which to 
contend. They have no legislatures whose members consider 
that day lost whose low setting sun fails to reveal an assault 
on the bank. Finally there is not that puerile fear of domi- 
nation by big business which in this country bars our cap- 
tains of industry and finance from membership on the 
Board. The Bank of England contains on its directorate 
the peers of England’s far flung commercial and financial 
dominion. In this country the very thought would be reck- 
oned treason. 

With all these advantages it would be difficult to discover 
in the monetary history of these countries an attempt to 
regulate the prices of stocks comparable to that which we 
are witnessing in this country to-day. It might be expected 
that the comparison would admonish caution to those who 
propose such a radical purpose. Nevertheless, the discount 
rate in this country has been endowed with a potency which 
one fails to discover in the record of European discount his- 
tory. 


FURTHER CONSIDERATIONS 


There are other considerations. In view of the wide par- 
ticipation of European banks in the general banking bus- 
iness they are vigorous competitors of the private banks. It 
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is hardly reasonable to expect these central banks to accom- 
modate their competitors at the same price they ask of the 
public and we are likely therefore to find them charging 
two rates, one to the public and the other to the private 
banks. This leads to the distinction between the “bank 
rate,” the rate charged to other banks, and the ‘market 
rate,” or the rate at which the central bank conducts its 
regular business. When a private bank expands too rap- 
idly and is faced with increasingly adverse clearing bal- 
ances, the higher “bank rate” serves as a much more effec- 
tive check in England than it does in this country. It has 
been supposed here that a permanent solution of the prob- 
lem of adequate credit control would be achieved by main- 
taining the discount rate above the market rate—whatever 
the latter may be. Such an expectation would be doomed to 
disappointment. 


BROKER'S LOANS AND MEMBER BANK DISCOUNTS 


In the present situation the Board has persistently asso- 
ciated the discounts of member banks with brokers’ loans, 
implying that the latter were incurred in order to provide 
member banks with funds to be loaned on the stock market. 
The impression may suit the exigencies of credit control 
at the time but it can hardly be considered accurate. Mem- 
ber bank discounts are accounted for entirely by gold ex- 
ports, by the sale of government securities by the Open Mar- 
ket Committee of the Federal reserve banks and by increased 
capital subscription of member banks in the stock of the 
Federal reserve banks because of an increase in their own 
capital. There is no connection between these causes and 
brokers’ loans except insofar as the latter precipitated the 
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action of the Federal reserve authorities which in turn 
compelled member banks to borrow. i 


THE DISCOUNT RATE AND BANK EXPANSION 


To what extent does the price which the member bank 
pays for accommodation at the central bank actually alter 
expansion? In answering this question we shall consider 
only a single bank of a group of banks which are expanding 
and shall in no way prejudice the view previously expressed 
that present member bank borrowing is not a reflection of 
general credit expansion but rather the result of conscious 
and deliberate Federal reserve policy. When the Board en- 
courages the export of gold and commands the Open Mar- 
ket Committee to sell securities, the resulting borrowing by 
member banks to re-establish impaired reserves can scarce- 
ly be considered the stigmata of expansion. 


HOW BANK EXPANSION TAKES PLACE 


Borrowing from the central bank may be the effect of 
attempts by the latter to embarrass the member banks, as 
in the present instance, or it may be the effect of a true 
expansive movement in which the initiative comes from the 
business community and is aided and abetted by the banks. 

Let us take a community of four banks each of which 
lends its clients a sum which is the same multiple of $1,000. 
It is the practice of the greater part of our commercial 
banks throughout the country to expect the client to main- 
tain a balance, after he has received his accommodation, 
amounting to approximately 20 per cent of the loan. The 
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practice is not uniform. Some banks have no requirements 
while others insist on balances ranging up to 30 per cent of 
the amount loaned. It should be noted here that this re- 
quirement applies only to loans that a bank makes in its 
capacity as a commercial bank and not in its role as a sav- 
ings institution where it acts simply as the broker between 
those who save and those who wish the use of these accu- 
mulated savings. When a man borrows $5,000 on a mort- 
gage he is borrowing the savings of the community and 
the banker does not expect such a borrower to maintain a 
deposit account equal to any arbitrary fraction of the loan. 
However, when the bank creates its own credit the situation 
is different. 


PART OF CHECKS PASS THROUGH CLEARING OPERATION 


Thus the borrower of the $1,000 actually withdraws 
only $800 and the bank’s demand deposits increase by $200. 
A part of the $800 withdrawn by the client is spent in his 
home community and a part finds its way into other mar- 
kets. Just where that line is drawn cannot be stated with 
certainty. The investigations of the author show that ap- 
proximately two out of every three dollars drawn on indi- 
vidual accounts pass through some clearing operation indi- 
cating that the other dollar returns to the bank on which it 
is drawn either through another depositor of the same bank 
or is cleared through some community clearing arrange- 
ment which does not pass for a clearing house and makes 
noreturns. In the town of Princeton, for example, we have 
two banks which exchange checks twice a day. It is a clear- 
ing operation of which no report is made. Perhaps it is 
safe to conclude that from $100 to $200 of the amount 
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($800) withdrawn by the client finds its way back to the 
bank on which it is drawn, directly, and thus does not add 
to the clearing balance which the bank must meet. We may 
say then that at the conclusion of this first stage in the ex- 
panding process each of these banks has created credits, let 
us say of $650, which will be added to its clearing balances 
and unless offset by checks flowing in the other direction 
that adverse balance will be charged to its reserve account 
which will then be replenished by borrowing. 


AMOUNT TO BE BORROWED 


If we add to this $650 another $35 as a reserve against 
the $350 which has been added to the bank’s deposits as a 
result of the lending operation, we may conclude that such 
a bank will have to borrow $685 in order to lend $1,000. 
To make this operation unprofitable it would be necessary 
for the re-discount rate to be appreciably above, not merely 
the market rate for commercial paper in New York City, 
but the lending rate in the district where this expansion is 
taking place. 


EXPANSION WILL ADD LITTLE TO EXPENSES OF BANK 


It should be noted further that such an expansion will 
add little to the expenses of the bank. No additional cler- 
ical help will be needed. Taxes will not rise. It will hardly 
affect the interest paid on deposits or the overhead of the 
banking business. This expansion is business on the mar- 
gin and will occupy much the same position as an extra car 
or two on a freight train. The out-of-pocket expenses of 
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the bank will be slight. From the point of view of the bank 
this example, so far, is the most unfavorable we can pos- 
tulate and even here the re-discount rate on two dollars must 
be equal to the interest received by the bank on three dollars 
before the operation becomes unprofitable. 


THE MOST FAVORABLE PREMISE 


Change the conditions and move now to the other ex- 
treme. We have four banks of equal size in the community 
and we may assume that business is evenly distributed 
among the four banks. Let us assume further that this 
community is entirely self-sufficing and that the inhabitants 
have no more occasion to go beyond the community for 
business than the outside world has to come to it. In that 
event, the following will happen to our $1,000 loan. Two 
hundred dollars will remain on deposit; $150 will be de- 
posited by other clients of the same bank and $650 will 
pass into the community clearing house by way of the other 
three banks. However, these banks have all been expand- 
ing to the same extent and our bank will discover itself in 
possession of an amount of checks payable by other banks 
equal to its own checks which have passed into the clearing 
house. 

The clearing checks cancel each other and each bank now 
finds among its assets a note for $1,000 offset on the liabil- 
ity side by an increase in deposits of the same amount. 
Against that increase it must establish a reserve which we 
may assume to be 10 per cent or $100. If the latter is bor- 
rowed, the rate on it obviously must be very high before it 
will act as an effective deterrent to expansion. Actually 
the ratio to-day between member bank reserves and indi- 


201 


WALL STREET anp WASHINGTON 


vidual deposits in member banks is approximately as I is 
to1s. For the banking system as a whole we have not over- 
stated the matter. We may say, therefore, that in a period 
of general expansion, when no one bank plays the game 
alone, the discount rate is likely to prove a frail instrument 
of credit control. 


MULTIPLE LOANS AND DANGEROUS EXPANSION 


The obvious question then is why do not all banks imme- 
diately proceed to exploit these alluring profit possibilities ? 
The reasons are two. In the first place the primary impulse 
of expansion must come from the community. The banker 
plays a passive part. He may encourage it or retard it and 
he has the power of veto but the initiative must be taken 
by the community. In no sense does the banker take his 
wares and hawk them simply because he as a banker finds 
it easier to obtain them. 


THE BANKER AND THE POSSIBILITY OF LOSSES 


In the second place the banker is keenly aware of the 
danger in an expansive movement which is based solely 
upon the great difference between the price he must pay 
for reserves and the price he receives for the credit which 
he can extend on the basis of borrowed reserves. He per- 
ceives the distinction between the interest paid for a loan 
and the repayment of the loan itself which has escaped some 
students who have attributed excessive importance to the 
discount rate. The possibility of loss as a result of over- 
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expansion is a deterrent of far greater weight than the 
countervailing stimulant of cheap reserves. 

The Federal Reserve Bulletin for December, 1928, con- 
tains a statement of earnings and expenses of member 
banks for 1927 and 1928. The annual cost of borrowed 
funds per $100 of earnings assets amounted to $.09 each 
year as compared to losses of $.62 and $.63 respectively. 
When we credit recoveries our net losses still stand at $.47 
and $.48. Over an IlI-year period 1918-1928, we find that 
about $5 out of every $100 which a National bank spends 
is for interest on borrowed money whereas about $12.50 
must be set aside for losses. 

No bank has ever failed because of excessive charges on 
borrowed funds, but many have sunk because of unwise 
expansion and heavy consequent losses. As a cost factor 
the rate charged by the central bank will probably have but 
slight influence either on expansion or contraction of credit 
and it is an error to expect too much of it. 


BORROWING NEVER PRECEDES EXPANSION 


When a bank, participating in an expansive movement, 
lends a client a thousand dollars there is no way in which 
it can tell in advance precisely the extent to which this will 
cause resort to the central bank. It is scarcely in accord 
with banking practice to intimate that a banker first bor- 
rows from the Federal reserve banks in order to re-lend 
or that he compares the price he must pay for central bank 
accommodation with the return he receives from the appli- 
cant for a particular loan. It is impossible for the banker 
to associate a given advance with any borrowing from the 
Reserve bank either past or future. He scrutinizes the 
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client and if the examination is successful the credit is 
granted. When, during the course of the week, the banker 
must borrow to repair his reserves, it is not possible for him 
to say that such a particular client was the cause of the 
loan from the central bank. 


BORROWING FROM THE CENTRAL BANK AN INCIDENT OF 
THE BANKING FUNCTION 


The latter is a general incident of the banking function 
even as the payment of the janitor who stokes the furnace 
or the salary of the president. The banker can only con- 
sider the payments made to the central bank as a part of 
the general expenses of the bank. He cannot allocate them 
to particular loans. How important then is this interest 
and discount as a cost factor? The Comptroller’s Reports 
provide us the figures. For the eleven-year period 1918- 
1928 the average national bank devotes 4.74 per cent of 
its net expenses to payment of interest and discount on 
borrowed funds. Had the discount rate of the Federal re- 
serve banks, on the average, during this eleven-year period, 
been twice as high as they actually were, the expenses of 
member banks would have been about five per cent greater. 
As a cost factor, therefore, this is negligible. 


EFFECT ON BANK PROFITS 


An examination of bank profits reveals the further fact 
that these profits are highest when the proportion of total 
expenses devoted to interest and discount on borrowed 
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money is greatest and when the Federal reserve discount 
rate is highest. In other words, member banks resort to 
the central bank to a greater extent during a period of ex- 
pansion and the central bank rates are then at their peak. 
The increase in the cost of this one factor in the expansive 
movement is more than offset by increased business of the 
banks.* 

In view of the impotence of the bank rate to control an 
expansive movement there is added force to the objection 
of bankers to this unnecessary increase in their expenses. 
The displeasure of the central bank may be expressed more 
directly than by the devious circumlocution of an increase 
in the discount rate. As a means of controlling an expan- 
sive movement, we may say that it is comparable to the 
attempt to regulate the price of food in restaurants by a 
regulation of the cost of salt. 


RELATION BETWEEN CENTRAL BANK RATE AND COMMUNITY 
RATE 


Another line of investigation leads us to the effect of 
Federal reserve discount rates on the rates charged by mem- 
ber banks to their customers, the rates in the money market 
of New York City on commercial loans and call loans and 
finally the effect upon new financing. The Annual Reports 
of the Federal Reserve Board contain tables which show 
the rates charged by member banks to their clients in small 
cities and towns, in medium size cities and in large cities. 
For our small and middle size towns and cities we find a 


1See Stabilization of Prices, pp. 304-320, for a complete discussion of the 
part played by interest and discount as a factor in banking costs. 
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general decline in interest rates since 1922. The rates seem 
to be immune to any changes in the re-discount rate and 
there is a fairly constant margin in favor of the client in 
the larger city. 

Banks in the larger communities seem to offer credit to 
their clients at a lower rate than that provided by the banks 
in small towns although both pay the same rate to the Fed- 
eral reserve banks. In this matter the banks of the South 
and West seem to have the advantage over those of the 
North and East, since in any movement toward higher re- 
discount rates those districts seem to bring up the rear. On 
April 1, 1929, the Federal reserve banks of Minneapolis, 
Kansas City and San Francisco were charging the mem- 
ber banks of these districts only 414 per cent while all the 
other banks throughout the United States were paying 5 
per cent. These banks were also the last to raise the rate 
from 4 per cent to 4% per cent. 


DISPARITY IN INTEREST CHARGES TO CUSTOMERS 


At the present time the average small borrower in the 
New York district can secure accommodation at 6 per cent, 
whereas a similar applicant in the districts of San Fran- 
cisco, Minneapolis, and Kansas City will pay his bank 8 per 
cent and often more although that bank can secure accom- 
modation at the Federal reserve bank at the most favored 
rate. Possibly this is a part of the hot-house treatment 
which is being extended to the stricken farm areas, a treat- 
ment from which the small country banker of the South 
and West seems to extract the ultimate virtue. Yet the 
wrath of the prophets is directed toward Wall Street. 
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EFFECT OF DISCOUNT RATE EVIDENT IN LARGE CITIES 


In the larger cities we find some rough correspondence 
between movements of the re-discount rate and the price 
charged to clients for accommodation. This is most evident 
in the cities of Boston, New York, Chicago and St. Louis. 
There is some slight influence visible in Philadelphia while 
the other cities are entirely unsatisfactory as far as response 
to the leadership of the discount rate is concerned.” 


OPEN MARKET, CALL AND DISCOUNT RATES 


However, when we come to the commercial paper rate 
and the call money rate in New York City we find a sym- 
pathy so marked that it is necessary to conclude that the 
discount rate plays a causally significant part. The same 
is true of bond yields. The call money rate is particularly 
sensitive to the pressure of Federal reserve policy. New 
York City offers the only free money market in the coun- 
try and it may be said that the Federal reserve system dis- 
covers there its greatest field of power. Great as that power 
is in this restricted area, it nevertheless falls short of that 
final effectiveness which the authorities wish. While a call 
money rate averaging 14.4 per cent, as it did during the 
week ending March 30, 1929,” might seem a very high rate, 
it is nevertheless far from an effective check to the stock 
operator who sees an opportunity for profit. 

1 During the past year there has been a rise in most of the big cities rang- 


ing from 14 per cent to 134 per cent. How far this is due to high discount 


rates cannot be stated. 
2 Federal Reserve Bulletin, April, 1929, p. 249. 
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CALL RATE APPLIES TO SHORT LOANS 


A call rate of 15 per cent amounts to less than 1% of 1 
per cent per week. Even to the conservative operator who 
plays for movements of four or five points in a stock this 
is a negligible cost item. He is concerned far more with 
the possibility of getting the necessary funds no matter 
what the price may be. Insofar as the 15 per cent rate is 
a danger signal indicating scarcity of funds, it is a cause 
for apprehension. Its effect, therefore, is psychological. As 
a cost factor it is negligible.” 


SUCCESS OF FEDERAL RESERVE POLICY 


For the time being we may conclude that Federal reserve 
policy has been successful in raising the rate on commer- 
cial loans, on call money in the New York market, that it 
has forced a change in the method of corporate financing 
from bond issues to stock issues and that it has sadly de- 
pressed that profession which annually recruits such a glit- 
tering army of new college graduates, bond selling, that it 
has brought to holders of bonds, entirely innocent of any 
evil intent with respect to speculation or the corruption of 
the country’s credit structure, substantial and wholly un- 
merited losses, that it has caused Uncle Sam, and therefore 
the taxpayer losses, running into millions of dollars due to 
the heavier burden of interest charges on new government 
financing. If the policy has had any success in “correcting” 
the market or counteracting the vicious poison of specula- 


‘ This view is ably presented by Richard N. Owens and Charles O. Hardy 
in Interest Rates and Stock Speculation, The Macmillan Company, 1925. 
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tion or preserving the moral integrity of the Federal re- 
serve system it is not, at the time we go to press, evident. 


HAS THE DISCOUNT RATE HAD A FAIR TEST? 


It will be said by those whose faith in the discount rate 
the course of events has not shaken that it has not had a 
fair chance. If the rate were jacked up still higher recal- 
citrant member banks and a defiant stock market would be 
brought to their knees. Ordinarily we would have to pass 
such an argument up and advise the reader to take it at 
its face value. Economics has no laboratory into which 
such propositions may be taken for testing. Fortunately 
an experiment was tried in 1920 which comes as near to a 
complete test of the power of the discount rate as the record 
of discount experience is ever likely to provide. 


IT RECEIVES A TEST 


It was on that occasion discovered that some member 
banks were abusing the privileges which membership in 
the system conferred. Certain of these banks seemed to 
experience no restraint in the attempt to exploit the com- 
mon resources of the Federal reserve banks. To the author- 
ities at the time it seemed a rather dubious remedy to raise 
the general discount rate and apply the penalty of higher 
rates to all banks when, as a matter of fact, only a small 
proportion were guilty of abuse. They felt that the applica- 
tion of the penalty implicit in higher rates should not be 
applied to the entire banking community when only certain 
individual banks were guilty. Such an expedient would be 
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comparable to the punishment meted out by barbarian con- 
querors upon entire peoples because of injury or offense 
by a small group. In matters of ordinary justice we do not 
punish an entire community because a band of criminals 
has taken refuge within its bounds. The Federal reserve 
authorities reasoned that if the discount rate was a penalty 
it should be applied to the offending bank according to the 
measure of the offense and not to the entire banking com- 
munity. 


PROGRESSIVE DISCOUNT RATES 


Accordingly Representative Phelan was given an amend- 
ment to the Federal Reserve Act drafted by the Board it- 
self* which provided for rates graduated according to the 
amount borrowed from the Federal reserve bank by the 
member bank, taking into account the size of the member 
bank and the contribution which it had made to the collec- 
tive resources of the central bank. This amendment known 
as the Phelan Amendment follows :? 

“Be it enacted by the Senate and House of Representa- 
tives of the United States of America in Congress assem- 
bled, 

“That section 14 of the Federal Reserve Act as amended 
by the acts approved September 7, 1916, and June 21, 1917, 
be further amended by striking out the semicolon after the 
word ‘business’ at the end of sub-paragraph (d) and insert 
in lieu thereof the following: ‘and which, subject to the 
approval, review, and determination of the Federal Reserve 

‘See Willis, H. Parker, The Federal Reserve System, p. 1341. 


* Public—No. 170—66th Congress, H. R. 1,271. An act to amend the 
act approved Dec. 23, 1913, known as the Federal Reserve Act. 
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Board, may be graduated or progressed on the basis of the 
amount of the advances and discount accommodations ex- 
tended by the Federal Reserve Bank to the borrowing 
bank.’ Approved April 12, 1920.’ 


OPPORTUNITY TO APPLY PROGRESSIVE RATES SEIZED 


The opportunity to apply this concentrated pressure was 
seized at once by the reserve banks of Kansas City, Dallas, 
St. Louis and Atlanta. A basic line was established for each 
bank, being equal to the investment of the member bank 
in Federal reserve bank stock plus 65 per cent of its average 
reserve balance, the aggregate amount being multiplied by 
2.5. In the Dallas district the basic line was equal to the 
paid up and unimpaired capital and surplus of the member 
bank. In all four cases the super rates were the same, any- 
thing within the basic line paying a flat rate of 6 per cent 
with an additional % per cent for the first 25 per cent in 
excess of the basic line, 1 per cent for the second 25 per 
cent, etc. In all four districts paper based upon govern- 
ment securities paid only the normal rate thus permitting 
a substantial loophole for all the banks. 


EXTENT OF APPLICATION 


We will defer to the next chapter a full consideration of 
the effects of this experiment and glance here only to the 
progressive discount rates. During the time these pro- 


1 Federal Reserve Bulletin, May, 1920, p. 498. 
2 Tbid., p. 448. 
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gressive rates were in effect in these four districts 227 banks 
borrowed beyond their basic lines during a part or all of 
the time the penalty rates were in effect. There were not 
only cases where moderate advances in the discount rate 
took place but a substantial number in which rates of 5, 10, 
20 and even 8114 per cent above the normal rates were paid." 
There are two facts relating to this experiment to which 
attention should be called at this point. 


RATES PAID BY MEMBER BANKS AND RATES CHARGED TO 
CUSTOMERS 


The first is that the higher rediscount rates which some 
banks paid did not affect the rate they charged their own 
clients which tends to bear out our analysis of the impor- 
tance of the discount rate as a banking cost. A very care- 
ful study of the progressive rate was made in the Federal 
reserve district of Kansas City and we have the following 
statement of Governor Miller of the Federal reserve bank 
of that district. 

“We have on our application blanks for loans a column 
that says: What rate of interest did you charge on the 
notes you are presenting? Knowing that that question 
would be asked, here is a list of nearly every borrowing 
bank that we have had, showing the rate of interest it col- 
lected from its customers and the rate of discount we 
charged the borrowing member. It also shows the rate 
of interest the same banks charged their customers in 1918, 
1919, 1920, and 1921; and they paid nearly the full con- 
tract rate in the several states—in fact, the record shows 


‘See Interest Charges of Federal Reserve Banks, Senate Document 291, 
67th Congress, 4th Session, Jan. 16, 1923. 
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that the local banks charged no more when they were paying 
the progressive rate than they charged before or since, 
because they always charged all the traffic would bear.”? 

The Federal Reserve Bank of Kansas City also sent 
questionnaires to member banks which were not borrowing, 
in order to determine the rate such banks charged their 
clients. The replies showed “that they charged exactly the 
same rate as their neighbor who was borrowing at the 
progressive rates of interest from us. In other words, they 
were charging all the traffic would bear whether they bor- 
rowed or not. 

“Our records clearly show that not a single bank, city or 
country, charged its customers more than it would have 
charged if it had not borrowed at all.’” 

These progressive rates apparently did not affect the 
price which the ordinary borrower paid for bank accom- 
modation and that bears out the more general evidence con- 
cerning the influence of changing discount rates. 


PROGRESSIVE RATES AND DEFLATION 


The second fact to be noted is that the districts with the 
progressive and the highest discount rates were the last to 
deflate while those with the lowest flat rates led the proces- 
sion. In fact in the Atlanta district where we have the se- 
verest application of the progressive rate theory an actual 
increase of 26 per cent in loans takes place. The opinion of 
the Joint Commission of Agricultural Inquiry is worth 
noting. 

“... the amount and rate of deflation was not con- 


1 Hearings, Agricultural Commission, Vol. III, p. 751. 
2 Thid., p. 752. 
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trolled by the application of the progressive rate. The rate 
of deflation was 35 per cent in the tenth district, which had 
the progressive rate, and 35 per cent in the Minneapolis 
district, which did not have the progressive rate. There 
was a decrease of 30 per cent in the borrowings of all banks 
in the Chicago district, which did not have the progressive 
rate, as against a decrease of 12 per cent in the Dallas dis- 
trict, and an increase of 26 per cent in the Atlanta district 
(incomplete), in both of which the progressive rate was 
effective.’ 

Here for a time the discount rate had free play and its 
champions could and did put on the screws raising it in one 
instance to 87% per cent. Yet competent judges maintained 
that it had no effect on the process of deflation. To-day we 
hear again the advice of those who urge that the present 
situation will yield to higher discount rates and the Gover- 
nor of the Federal Reserve Board himself points to it as 
the final resort of the authorities. The evidence available 
indicates that as a weapon of control it will be as effective 
as the sturdy lance which Sancho Panza levelled against 
the windmill. 


CONCLUSIONS AS TO THE DISCOUNT RATE 


Before leaving the discount rate it will be necessary to 
state its effectiveness and limitations in brief summary lest 
the impression be left that the author considers it utterly 
impotent as a weapon of credit control. We have demon- 
strated that the ratio between reserves and the bank de- 
posits which rest upon them, is such, that a change in the 
price charged for the former need not affect substantially 

’ Report of Joint Commission of Agricultural Inquiry, Part II, p. 68. 
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the rate which the bank will be compelled to charge its 
clients. 

We have further pointed out the position of discount and 
interest on borrowed money as a cost factor in the expenses 
of the average bank and concluded that it constitutes so 
small a part of the total costs of banking that it is absurd 
to attribute dominant power to the discount rate. 

Finally, we have taken up the experience with progressive 
discount rates where the rates charged to certain individual 
banks were pushed to unheard-of extremes. So far as the 
conduct of such banks can be used as evidence there is noth- 
ing to indicate that it affected their inclination to accom- 
modate their customers or the rate charged for loans. 

Our final position then is that the powers attributed to the 
discount rate as an instrument of central bank policy have 
been exaggerated not slightly but grossly. 

The discount rate has some effect on the credit situation 
at all times and when other conditions are favorable it may 
appear to dominate, but when it moves against the current 
of events it is likely to be ineffectual. 


GREATEST STRENGTH FOUND IN PSYCHOLOGICAL EFFECT 


The greatest strength of the discount rate is to be sought 
not in its influence as a cost factor but rather in its psy- 
chological effect as an expression of central bank intent and 
as a threat of further pressure. The evidence discloses that 
it has been successful in determining rates on the open mar- 
ket on loans for commercial and speculative purposes. Its 
influence on the general business situation is limited by the 
unimportance of the credit secured by business on the open 
market and the fact that business has tremendous and 
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wholly unanticipated powers of adaptation. Thus if the 
rates on the open market are unfavorable business resorts 
to other methods of financing. 

While discount policy forces call money rates upward that 
effectiveness is unfortunately associated with a marked im- 
munity to the effect of higher rates on the part of the very 
community to which they apply. 

The discount rate is equally effective in increasing the 
cost of governmental financing. Heavy tribute is exacted 
of the taxpayer for the excursion of the Federal reserve 
authorities into the field of stock market control. It is 
well for the taxpayer that he know that the provincialism 
of the Federal reserve authorities finds expression at his 
expense. 
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XI 
OPEN MARKET POWERS OF THE FEDERAL RESERVE SYSTEM 


IT was not so many years ago that great things were ex- 
pected of the open market powers of the Federal reserve 
system. The right to buy and sell eligible paper and securi- 
ties in the open market has always been considered an in- 
dispensable incident of the functions of a central bank. The 
great banks of Europe have used this weapon frequently and 
within certain limitations, effectively. As a means of en- 
forcing their own rates in the market and thus checking or 
stimulating the flow of gold, the ability to participate in the 
open market has always been a puissant aid to central bank 
policy. The important part played by these great banks in 
the regular banking business of the community and their wide 
contacts not only with the private banks of the country but 
with the general public to whom they supplied a substantial 
part of the total of credit placed these banks in a dominating 
marginal position. 


MARGINAL POSITION OF EUROPEAN BANKS 


It was much more possible for them to determine the gen- 
eral rates of interest than is true of our Federal reserve banks. 
Where a bank actually supplies from to per cent to 25 per 
cent of the total credit which the country requires, it is pos- 
sible for such a bank by curtailing its own contribution to 
the total to force the interest rate up, or, on the other hand, 
down, when it so suits the ends of central bank policy. 
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MORE UNIFORM INTEREST ATMOSPHERE 


Furthermore, we find these banks operating in a more uni- 
form interest atmosphere. Rates are not so diverse as they 
are in this country. The banks in the remote provinces do 
not charge twice as much as those in the cities, and the 
greater freedom of competition between the private banks 
and the central bank, due to the widespread participation 
of the latter in the banking business of the country, adds a 
significance to its credit policies which is sadly wanting in 
this country. 


USE OF STOCK EXCHANGE COLLATERAL 


Finally, these banks are sufficiently unsophisticated to as- 
sume that they can lend directly on stock exchange collateral 
without having the contamination prove fatal to their moral 
integrity. For all these reasons we should expect the open 
market powers of the great banks of Europe to be more 
effective than are those of our Federal reserve banks. 


OPEN MARKET OPERATIONS IN EUROPE 


Perhaps a word should be said about the manner in which 
these powers are exercised. When the bank wishes to en- 
force its rate it sells securities in the market. These are paid 
for with checks drawn either on itself or upon the private 
banks. Such checks are charged to the accounts of these 
banks and unless they have countervailing claims against the 
central bank they will face the exhaustion of their accounts. 
Since these accounts are the sole source of cash or gold, com- 
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plete depletion cannot be permitted. These banks must, 
therefore, resort to the central bank for accommodation. 

If the latter at the same time curtails its credit to the gen- 
eral public, except upon higher rates, the market will either 
have to pay the higher rates directly to the central bank or 
it will have to use the private banks, which, being now under 
the necessity of borrowing from the central bank a substan- 
tial part of any credit extended to their own clients will, 
perforce, also charge the higher rate. It is to be noted here 
that this effectiveness of central bank policy through open 
market operations is predicated upon a broad initial partici- 
pation of that bank in the general banking business of the 
community—and that includes loans on stock exchange col- 
lateral. 


DOUBT AS TO EFFECT OF OPEN MARKET OPERATIONS 


In spite of this apparently great power of the central bank 
there is not wanting eminent authority to hold that the rate 
set by the central bank cannot at all times be effective.! 
There are periods when the strength of the private banks 
operating at a time when gold is coming into the country and 
in the face of an inadequate portfolio by the central bank 
is sufficiently great to defy the intent of the latter. 


WEAKNESS OF RESERVE BANKS IN THE MARKET 


In this matter the position of our Federal reserve banks is 
a contrast to that of the great banks of Europe. In the first 
place there is the lack of tradition and that fund of experi- 
1See Hartley Withers, The English Banking System, National Monetary 


Commission, Senate Document No. 492, 61st Congress, 2nd Session, Wash- 
ington, Government Printing Office, 1910, p. 18, 
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ence which are so necessary as guides and sanctions to cen- 
tral bank policy. In the second place there is the wholly 
negligible participation of our banks in the general banking 
business of the country. True they act as fiscal agents of 
the government, but due to our policy of nursing the private 
banks the right to hold government deposits has degenerated 
into an obligation to maintain such deposits in private banks 
above a certain minimum. In the third place we have two 
thirds of the banks of the country holding about two fifths 
of the nation’s banking resources outside of the Federal 
reserve system. The present policies of the Federal Reserve 
Board are not calculated to decrease that proportion. 


NO DIRECT INFLUENCE ON SUPPLY OF CREDIT 


Finally we have the fact that the central bank in this coun- 
try is in no sense a competitor in the general banking situa- 
tion. It cannot directly affect the supply and demand for 
funds. An alteration of the total supply might have the 
same effect on the price of credit as the manipulation of a 
wheat surplus. But when the bank by its open market opera- 
tion can influence a factor in banking which constitutes, on 
the average, but one twentieth of the cost of banking it is 
an error to attribute great power to such operation. 


TH£ HIGH REPUTE OF OPEN MARKET POWERS 


In spite of these vital defects it was thought, not so long 
ago either, that the right to participate in the open market 
was a formidable weapon of central bank control. Part of 
this optimism was due to what appeared to be a very suc- 
cessful initial experiment. 
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APPARENT SUCCESS 


In May of 1922 the Open Market Committee of the Fed- 
eral Reserve System was organized for the purpose of co- 
ordinating open-market purchases and sales of Federal re- 
serve banks. It was reorganized in the spring of 1923 and 
consists of representatives of five of the Federal reserve 
banks with the governor of the New York bank as chairman. 
During the latter part of 1922 and 1923 business was on the 
road to recovery from the post-war slump and, fearing that 
this might go too far, the Open Market Committee sold the 
greater part of about 600 million dollars of government se- 
curities which the banks then (in the latter part of 1922) 
had in their portfolios. There was a recession in business in 
the latter part of 1923 and the first part of 1924 the Com- 
mittee proceeded to purchase back thesecurities previously sold. 

Starting in the latter half of 1924 business commenced a 
progressive movement which, barring the slight recession of 
1927, has kept up to the present time. It so happened that 
the purchase of government securities in 1922 coincided with 
marked improvement in business, that their sale in the latter 
days of 1923 was accompanied by a decline in business and 
subsequent re-purchase by a recovery. The coincidence was 
supposed to reveal cause and effect and the ardent cham- 
pions of aggressive central bank control hailed the power to 
participate in the open market as the omnipotent instrument 
of central bank policy and as the key to ultimate monetary 
salvation.? 


1See testimony of Representative Goldsborough, Stabilization Hearings, 
H. R. 7895, pp. 329-330; John R. Commons, The Stabilization of Prices and 
Business, The American Economic Review, March, 1925, particularly pp. 46 
and 48; Foster and Catchings, Business Conditions and Currency Control, 
Harvard Business Review, April, 1924, pp. 268-281; Monthly Review, Mid- 
land Bank, Limited, London, July-August, 1927. 
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POWER FULLY USED ON THE PRESENT OCCASION 

This power was fully and immediately exploited by the 
Federal reserve authorities as soon as they decided that 
broker’s loans were too high and that people were paying 
too much for their stocks. The present silence of those who 
had previously expressed great faith in the efficacy of this 
weapon must be taken as a measure of the disappointment 
they have sustained. The dumping of the greater part of the 
government securities in the portfolios of the Federal reserve 
banks upon the market in the early part of 1928 did not seem 
to affect the prices which a benighted public was willing to 
pay for stocks or the amount which a depraved stock ex- 
change was willing to borrow and pay for handsomely. How- 
ever, the view that open market operations constitute a 
direct manipulation of the community’s supply of credit is 
still orthodox and so widely held that our treatment would 
be incomplete if we chose to ignore it because of its appar- 
ent impotence during the past year. Let us therefore analyze 
this view. 


ORTHODOX OPEN MARKET THEORY 


Premise.—Business is expanding and prices rising at a rate 
which is causing alarm and induces the central bank to 
bring its open market battery into action. 


1. It sells such a supply of the securities which it has 
in its portfolio as it deems necessary. 


2. These securities are purchased by the public and 
paid for with checks drawn on banks that are members 
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of the Federal Reserve System and consequently have 
accounts with the Federal reserve bank which has sold 
its obligations to the public. These accounts constitute 
the reserves of the member banks against whom the 
checks received by the Federal reserve bank are drawn. 


3. The Federal reserve bank reduces (charges) the 
accounts of the member banks whose checks it has re- 
ceived by the amount of the checks. 


4. This curtails the lending power of the member banks 
not by the amount of the checks charged against their 
reserves but by an amount for the system approximately 
fifteen times as great. This is due to the fact that a 
member bank, on the average, has loans and investments 
about fifteen times as great as its reserves. A one mil- 
lion dollar reduction in reserves, therefore, means a 
fifteen million dollar reduction in loans and investments. 


5. The member banks, finding their reserves dimin- 
ished, must in turn diminish their own obligations. This 
they accomplish by refusing applications for renewals 
and new loans made by their own clients, and also by 
raising the interest rate charged to such customers whose 
requirements are sufficiently urgent to compel them to 
borrow at the higher rate. 


6. Since the banks have reduced their loans and in- 
vestments, the clients of these banks, the merchants and 
producers of the country, have a smaller volume of credit 
at their command with which to make purchases or 
expand their productive operations. 
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7. Since there will be less money and credit available 
for business expansion, the unsound growth which caused 
the initial alarm wil] be checked. 


8. Since there will be less money and credit available 
for making purchases the prices of the goods and ser- 
vices which would have been bought if the credit had 
been available will drop. If the demand for commodities 
and services declines the prices of these commodities 
must decline. Therefore the dangerous rise in the price 
level, the symptom and substance of inflation, has been 
checked. 


Conclusion: 


The sale of securities by the central bank has checked 
an unsound growth of business and a dangerous rise in 
prices. Quod erat demonstratum. 


As an exercise in elementary logic this is beautiful in its 
simplicity. Any grammar school boy who can prove a pri- 
mary theorem in geometry can understand exactly how 
open market operations can be used to control business and 
the price level. If economic phenomena yielded to such epi- 
grammatic exposition the task of the economist and, by far 
more important, that of the central banker would be one of 
incredible ease. Unfortunately, this is not the case, as we 
shall discover upon scrutinizing the apparent impregnability 
of the above chain of logic. 


ORTHODOX THEORY EXAMINED 


In the first place, the central bank is not entirely free in 
the purchase and sale of securities in the open market. As 
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a matter of policy it rarely sells commercial bills which it 
has previously bought. Its initiative is exercised only with 
respect to the purchase and sale of government securities. 
This imposes not only a qualitative restriction but also one 
of quantity. Its ability to buy and sell effectively is de- 
pendent upon the supply of the proper kind of securities. 
The fiscal policy of the Treasury is not guided by the manipu- 
lative requirements of the central bank. 
With the second link we have no quarrel. 


NO DIMINUTION IN RESERVES OF MEMBER BANKS 


While the checks received in payment for the securities 
sold by the central bank are charged to the accounts of the 
respective member banks, this does not result in a diminu- 
tion of the reserves of such banks. It would if the member 
banks had no other means at hand with which to replenish 
their reserves. The right of rediscount offers an easy and, 
provided the bank has not previously abused the privilege, 
ever ready solution. 


DISCOVERY OF POWER 


The strength of the open market weapon of the Federal 
reserve banks was never fully “appreciated”? until the 
formation of the Open Market Investment Committee of 
the Federal reserve banks in the early part of 1923. Since 
then this ‘‘appreciation”’ has flowed forth in a multifarious 
and highly eulogistic stream from many sources on both 
sides of the Atlantic. It has not come from the above men- 
tioned committee. 

In the latter half of 1922 and the first seven months of 
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1923, this committee sold almost all the government securi- 
ties it could find in the portfolios of the twelve Federal re- 
serve banks. In the first nine months of 1924, the committee 
repurchased an equivalent volume. Of the invaluable vir- 
tues which this action revealed to many students we have 
already spoken. 

According to the third link in our chain this action in the 
latter half of 1922 and the first half of 1923 should have re- 
duced the reserves of member banks and during the first 
three quarters of 1924 should have increased the reserves of 
member banks in each case by an amount roughly approxi- 
mating the obligations sold and bought respectively. Es- 
chewing a further development of the a priori premise, and 
examining the actual facts, we find that as the Federal re- 
serve banks reduced their government securities through 
open market sales the member banks increased their dis- 
counts; as the Federal reserve banks increased their supply 
of government obligations the member banks reduced their 
discounts. In effect, the Federal reserve banks substituted 
one type of asset for another, the discounted notes of the 
member banks for the certificates of indebtedness of the gov- 
ernment in one case and vice versa in the other. In effect 
the reserves of the member banks were not affected. This 
experience has just been repeated. 


DOUBLE ENTRY TO RESERVE BANKS 


Those who attribute importance to the open market opera- 
tions because of the apparently direct influence which they 
have upon the volume of credit forget that the guardian in- 
stitution of reserves has two entrances. We can represent 
the central bank as a castle with two gates. The main gate 
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is used for ordinary entry and egress. It is called the portal 
of Loans and Discounts. The other is a postern and only 
obligations with a special pass-word have the right of inde- 
pendent entry. These are commercial bills dressed in attire 
which the law defines. Another class comes and goes through 
this auxiliary gate. This class consists of government securi- 
ties and they come and depart only on specific orders from 
within the castle. 

As these two latter classes come in they bring in dollars 
which are added to the reserves. As they leave they take 
with them the dollars which they brought and the reserves 
within are reduced. If these reserve dollars are evicted, i.e., 
the bank sells securities, it does not mean that entry to the 
castle is barred. They simply run around to the front portal 
and upon paying an admission fee (the discount rate) they 
are again admitted. The total number of reserve dollars in 
the castle is therefore not necessarily altered if the lord sends 
a number out through the rear gate.! 


FORCING THE BANKS TO PAY A HIGHER RATE 


It simply means that the master believes that such dollars 
have secured entry on a fee which was too low, and in order 
to make them pay a higher rate, he first evicts them through 
the rear gate and then welcomes them at the front. Certain 
observers standing near the postern are unable to see what 
compensating admissions take place at the front and as the 
reserve dollars pass out through the rear they raise an alarm 

1 We could expand the analogy still further and say that the castle has a 
third gate marked ‘‘acceptances” through which entry is possible. Reserves 
can be introduced either through discounts or the sale of bankers’ acceptances. 


The latter has been made unattractive by the imposition of rates higher than 
the discount rates. 
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to the effect that the lord is reducing the garrison and that 
the inhabitants of the countryside had better look to their 
own defense. 

To illustrate the compensatory character of these move- 
ments we need but glance at the accompanying chart. Dur- 
ing the period of seven years covered there have been six dis- 
tinct movements of this kind. In plotting the chart account 
has been taken of gold movements. When gold is imported 
it is an addition to the reserves of the banks and to that 
extent relieves them of the need of discounting. We can say 
therefore, that without a given import of $25,000,000 of gold 
member bank discounts would have been that much greater. 
On the other hand, the export of gold raises member bank 
borrowing over and above what would have been necessary, 
by an amount approximately equal to the gold exported. 

The large outflow of gold during the latter part of 1927 
and the early part of 1928 was a marked factor in the heavy 
member bank discounts which took place. We have added 
gold imports to member bank discounts and subtracted gold 
exports in order to segregate the influence of open market 
operations upon member bank borrowing. The process of 
distillation is by no means perfect since our lines have not 
taken into account changes in currency circulation, in cap- 
ital increases of the Federal reserve banks and domestic gold 
production. There is also the process of earmarking gold for 
foreign account or releasing it which would affect slightly the 
magnitude of member bank discounting. 


NO RELATION BETWEEN GOVERNMENT SECURITY HOLDINGS 
AND MEMBER BANK RESERVES 


The chart shows the Federal reserve bank holdings of 
government securities and the reserve deposits of member 
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banks. There is no correlation between the two. The re- 
serves do not decline as the banks sell government paper. 
In fact from January of 1922 to May of 1923 there is an in- 
crease in these reserves of approximately 200 million dollars. 
From May of 1922 to May of 1923 the Federal reserve banks 
sell about 400 million dollars of government obligations. 
Orthodox expectation is completely reversed. During 1924 
there is a substantial increase in the holdings of government 
securities and also in reserve deposits. Here orthodox expec- 
tation is sustained. Whether this latter experience demon- 
strates an intrinsic causal relationship or only the coincidence 
of economic phenomena depends upon what you wish to 
believe. 


CONSIDERING THE EVIDENCE 


Proceeding to determine the effect of these open market 
operations upon the credit which the member banks have 
extended to their own clients, we find a singular absence of 
any effects whatsoever. The total of these loans and invest- 
ments increases year after year, the natural consequence of 
the growth of the country. There is a pause in these advances 
at the end of 1923 and the beginning of 1924. There is a 
similar pause in the early months of 1925 and 1926. It is 
dificult to discover any significant relation between credit 
extended by member banks to their own customers and the 
open market operations of the Federal reserve banks. 
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CHART No. XVI. 
SALES OF GOVERNMENT SECURITIES COMPENSATED BY DISCOUNTS OF MEMBER BANKS. 


Curve represents discounts as 


Note: Discounts of Member Banks have been modified for gold movements. 
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THE POWER OF PERSUASION 


Direct Refusal of Loans — Vulnerability of the Federal Reserve Board 

— Pressure Upon Individual Banks — Banks Heavily or Permanently in 

Debt — “Personal Control by Personal Contact’ — Interviews with 

Bank Officers — Limitations of ‘ Personal Control’ — Situations in 1920 
and 1929 Compared. 


XII 
THE POWER OF PERSUASION 


THE powers previously examined, namely, the discount rate 
and the supplementary power to participate in open market 
operations, are general powers which are applied indiscrim- 
inately to the entire banking community. Wise banking 
policy necessitates a certain amount of continuous, partic- 
ularized judgment, and it is not possible in this phase of 
credit control to follow any rough rule of thumb. Each case 
must be scrutinized carefully and judged on its merits. We 
may refer to this as the direct action aspect of Federal re- 
serve policy. 


DIRECT REFUSAL OF LOANS 


The most drastic example of the use of this power is the 
direct refusal of a loan to a bank even though the paper of- 
fered is entirely unexceptionable. Such a use of power is 
obviously full of peril to a public body like the Federal Re- 
serve Board. It is a relatively easy matter to defend an an- 
nounced rule. Its application is known beforehand. It is 
rather mechanical in its operation. If the Board or the bank 
is called to account for refusing accommodation to a member 
bank, it is possible to lay the cards on the table and say that 
the application was either within or without the established 
rule. There is no charge of favoritism or of unfair discrimi- 
nation. However, when the Federal reserve bank attempts 
to apply that finely discerning judgment which is supposed 
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to characterize the conduct of a central bank, the charge of 
tyranny and injustice becomes plausible and—in this coun- 
try—at the present stage of banking development—will usu- 
ally fall upon fertile soil. 


VULNERABILITY OF THE FEDERAL RESERVE BOARD 


Nothing pleases a Congressman quite so much as the dis- 
covery of an issue on which he can take a determined stand 
without losing votes and precisely such an issue is provided 
when the central bank undertakes to judge a case on its 
merits and to alter the course of conduct which has applied 
in 99 out of every 100 other cases. To the credit of the 
Board be it said that it has been very careful in the exercise 
of direct power. While maintaining that any Federal reserve 
bank has the right to reject applications for credit for good 
reason or no reason at all,! it has been very reluctant to re- 
sort to categorical rejection of applications.” 


PRESSURE UPON INDIVIDUAL BANKS 


The Federal Reserve Bank of New York makes a careful 
study of the condition of every borrowing bank, depending 
upon the examinations of the state and national authorities 
as well as upon their right to demand statements from the 
borrowing bank. A special list of weak banks is kept and 
when a bank in this list applies for a loan the application is 
examined with particular care. 

‘Annual Report, 1917, p. 9, and Bulletin, 1918, pp. 685-687. 

* The Federal Reserve Bank of Dallas in 1919 rejected 7.8 per cent of total 


items offered, Willis and Steiner, Federal Reserve Banking Practice, p. 206, 
footnote. 
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BANKS HEAVILY OR PERMANENTLY IN DEBT 


Finally, if banks remain in debt for periods that seem un- 
necessarily long or if they borrow in amounts exceeding their 
capital and surplus they become the object of particular 
scrutiny. The latter conditions are important guides to the 
bank. Perhaps no more than one third of the banks of the 
system have been in debt to the Federal reserve banks at 
any one time, but the composition of this debtor group is con- 
stantly changing. The big banks of the city are in today 
and out tomorrow. They rarely borrow for more than a day 
at a time. Their reserves are calculated twice a week and 
they are careful not to maintain more than is necessary. 
The turnover of business in country banks is not so rapid and 
their reserves are calculated but once every two weeks. Their 
loans are likely to extend over a longer period. On the 
whole, therefore, the borrowing, even at the present time, is 
temporary. The maturity distribution of the bills held by 
the Federal reserve banks indicates that the average must 
be considerably less than two weeks.! W. R. Burgess states 
that the average is about eight days.2 Permanent indebted- 
ness therefore is a cause for inquiry. 

In view of the limitation upon bank indebtedness to the 
total of capital and surplus prior to the passage of the Federal 
Reserve Act a debt in excess of such an amount is sufficiently 
significant to merit attention. 


‘PERSONAL CONTROL BY PERSONAL CONTACT”’ 


Just how does the Federal reserve bank use this informa- 
tion and in what manner does it bring pressure to bear on 


1 Federal Reserve Bulletin, April, 1929, p. 302. 
2 W. Randolph Burgess, The Reserve Banks and the Money Market, p. 233. 
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the member bank. Governor Strong in his testimony before 
the Joint Commission of Agricultural Inquiry takes us into 
his confidence when he discusses ‘personal control by per- 
sonal contact.” 

A part of this is the work of the member bank relations 
department. The personnel of this department consists of 
men who by their work and special studies have become fa- 
miliar with the letter and spirit of the reserve act. It is the 
special task of these men to take up causes of complaint, 
dissatisfaction with the system, technical problems and a 
proper use of the facilities of the reserve bank within the 
spirit of the act. Such work while indicative of commendable 
and intelligent diplomacy on the part of the reserve bank is 
still general and admonitory in character. It has obvious 
limitations. Therefore the reserve bank goes one step further. 


INTERVIEWS WITH BANK OFFICERS 


Whenever it appears that a bank is piling up a debt to the 
reserve bank which seems unwarranted, a responsible officer 
of that institution, the president or vice-president, is called 
to the reserve bank and the necessities of the bank are dis- 
cussed. At the conclusion of the interview, the reserve bank 
official dictates a memorandum of the content of the inter- 
view, which is filed away as a part of the record of relations 
with that particular bank. To illustrate this, Governor 
Strong relates in some detail the experience with two large 
city institutions. 


“Here is the case of another bank, one of the large New 
York City national banks, I think it is. The names are put 
in by letters. (Reading:) 

? Hearings, Agricultural Inquiry, Vol. II, p. 704. 
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“““Mr. X dwelt particularly on the subject of the cotton 
crop, which will presently be harvested, and informed us 
that the prospective policy of bank No. 16—is to finance, 
principally for short periods, the sales of cotton to European 
ports; that this would be coming on rapidly within the next 
few weeks; that their money is tied up usually for short 
periods—three weeks to two months—and that barring some 
unforeseen episode, such as a longshoremen’s strike, or some- 
thing of that character, they no not believe their line will 
normally increase more than $25,000,000 to $50,000,000 
additional. 


“He stated, however, that in the event of abnormal con- 
ditions existing, it might be necessary for them to increase, 
temporarily, this estimate by $25,000,000 or $30,000,000.’ 


“This particular institution, and my memory is refreshed 
in reading this, is the largest handler of cotton paper in the 
United States, and they are looking forward to an emergency 
in the fall of last year when cotton had to be moved, and 
their point was that they might need $25,000,000 or $50,- 
000,000, or in an emergency they might need as much as 
$80,000,000 from the Federal Reserve Bank of New York, 
notwithstanding that they already were the largest borrower. 


“Here is the record of a similar interview, August 13, 
1920, merely an inquiry as to what was transpiring. The 
reply was that the increased demands made upon the re- 
serve banks were occasioned by three factors: 


“1. A loss of deposits, amounting to approximately $100,- 
000,000 in the past six months, two-thirds of which is to 
the interior, and one-third in their foreign bank accounts. 
That is the balances that foreign banks carried in this country. 
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“9. The steady demand for commercial accommodation 
from domestic sources. 


‘3. The financing of foreign trade import and export bills. 
This officer further stated that while their borrowings are 
now very heavy, amounting to $114,000,000, it is the belief 
of the officers of his bank that it may be necessary within 
the next 60 days to go somewhat higher. 


“They do not, however, expect this extra borrowing to go 
much beyond $25,000,000 additional. We called the atten- 
tion of the officer of the bank to the fact that they had quite 
a large amount of gold in their vault, and we did not think 
that it was a very good plan for us to be lending them money 
to enable them to carry gold in their vault, so they deposited 
some of it with us and reduced their borrowings.’”! 


Here is an admirable exemplification of the theory of elas- 
ticity underlying the Federal Reserve Act. Although this 
bank was already a heavy borrower before attempting to 
meet the seasonal requirements of the cotton crop, a careful 
inquiry into the purpose of additional loans revealed that 
they were to be devoted to an entirely legitimate end. No 
insurmountable barrier was interposed between the borrow- 
ing bank and the reservoir of credit. An attempt on the part 
of the reserve bank to deny additional applications for 
credit would have been not only unwise but possibly dis- 
astrous. This experience in so far as it is typical illustrates 
a number of things. 


1. The elasticity of our banking system under the 
Federal Reserve Act. 


* Hearings, Joint Commission of Agricultural Inquiry, Vol. II, p. 707. 
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2. The careful supervision of heavy borrowers by the 
reserve banks. 


3. The futility of the restrictive influence of a higher 
discount rate. 


4. The value of detached suggestion once the co- 
operation of the member bank has been won, e.g., the 
deposit of some of its gold by bank No. 16. 


LIMITATIONS OF “‘ PERSONAL CONTROL”’ 


The rapid expansion of bank loans in the latter days of 
the War and the desire of the Treasury to float loans at the 
lowest rate added to the inherent inadequacy of rate con- 
trol and made it necessary for the reserve banks to resort 
to “direct action”’ of the type just illustrated. Some attempts 
along this line were made as early as August of 1918.1 As 
to the defects of this supplementary weapon of control, 
Governor Strong said: 


“Abandoning rate control as impossible, you then intro- 
duce the element of human error, because it is quite impos- 
sible for the management of this system, dealing with 10,000 
member banks, to reach them all. They are the only ones 
that we reach directly, and there are 20,000 banks we do 
not reach, because they are not members. It must be borne 
in mind that considering the human element, there is also 
the exaggeration of the chance of error, because if you cannot 
control by rate, then you have to deal individually with the 
people who are abusing, if you please, the system. That I 


1 Tbid., pp. 766-760. 
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regard as having been done as effectively as such an imper- 
fect method could enable it to be done. I never considered 
that it was possible to make it effective. The widest pos- 
sible propaganda and the widest educational work could not 
make it entirely effective.’ 


There was undoubtedly the abuse of the system by cer- 
tain banks which Governor Strong mentioned above. This 
abuse could not be localized. It was general. In fact there 
were cases where a bank on one corner was not borrowing 
at all from its reserve bank while the bank on the other cor- 
ner across the street in the same town was borrowing to 
excess.” 


SITUATIONS IN 1920 AND 1929 COMPARED 


We have much the same situation today with this differ- 
ence. In 1919 and 1920 we had dangerous general inflation 
applying to credit and prices and reflected in an unsound 
expansion of business based largely upon the unwholesome 
stimulus of rising prices. Banks throughout the length and 
breadth of the land were striving to take advantage of the 
profit opportunities of the hour. Many had abandoned that 
solid judgment which the banker must always bring to his 
task. Borrowing from the Federal reserve banks was dis- 
tinctly the result of the general pressure to expand in all 
directions. Today there is no inflation either of credit or 
prices. Our gold reserves are ample. Member bank borrow- 
ing is the result of deliberate Federal reserve manipulation. 
There is consequently less fixity in the debtor-creditor rela- 


1 Tbid., p. 766. 
* See testimony of Governor Miller, F.R.B., Kansas City, Ibid., Vol. III, 
Pp. 751-752. 
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tionship of member bafik and Federal reserve bank. This is 
extremely annoying for it is rather difficult to homilize a 
member bank on the evils of speculation and to point unc- 
tuously to the conflict between member bank indebtedness 
and the “‘tradition”’ of the Federal Reserve System when that 
bank does not remain in debt for any length of time or in 
amounts that afford a pretext for remonstrance. 

The effectiveness of this direct policy depends to a great 
extent upon the leadership of the central bank and the esteem 
in which it is held by the banking community. This power 
is non-coercive. It must be emulative. In the present in- 
stance there is grave danger that the prestige of the Board 
may be seriously impaired by its adherence to a fatuous 
policy based upon nothing more substantial than provincial 
prepossessions against Wall Street and a Calvinistic repug- 
nance to gambling. 
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XIII 
PUBLICITY 


No central bank in the world issues so much material of 
a Statistical, educational and polemic nature as the Federal 
reserve banks of this country. The student of money and 
banking is heavily in debt to the system for the valuable 
material placed at his disposal. There was a time not so 
long ago when he could regard this material as uncontami- 
nated by advocacy. Unfortunately with the undertaking of 
another experiment “in perfection” it becomes impossible 
to regard the pages of the Federal Reserve Bulletin, the 
monthly reports of the twelve banks, the annual report of 
the Board or the various circulars and announcements as al- 
together innocent of any attempt to “guide” the public. 


WINDOW DRESSING THE FACTS 


We have already called attention to the novel methods of 
presenting the facts which the exigencies of Federal reserve 
credit policy have dictated. The public has been led to be- 
lieve that there existed an impending shortage of gold when 
the Board itself, by encouraging the export of gold, indi- 
cated that it held the contrary to be true. In fact, it may be 
said that the recent return flow of gold to this country is 
regarded by the authorities with anything but enthusiasm. 
There were times when, unless we read very carefully, we 
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might have supposed that the gold certificates now in cir- 
culation were not a possible source of additional gold re- 
serves and that the reserve required by the law against Fed- 
eral reserve notes was not 40 per cent but 45 per cent." The 
public has been told that there was danger of general infla- 
tion at a time when the reserve ratio of the Federal reserve 
banks stood in the seventies, when commodity prices were 
declining, when currency in circulation and member bank 
reserve accounts were less than twelve months previous. 


MEMBER BANK RESPONSIBILITY FOR SPECULATION 


By an association of member bank discounts, brokers’ 
loans and stock speculation the public was led to believe that 
these were three related phases of the same phenomenon, 
that member banks borrowed to lend aid and comfort to the 
predatory elements in Wall Street. 


THE PRESS 


Not satisfied with this Machiavellian juggling of the ac- 
counts direct resort was had to the press. That implies the 
assumption of a grave responsibility. Having very prop- 
erly rejected the mandate to regulate general prices with 
which some friends wished to endow the system, the au- 
thorities have assumed the infinitely more delicate and dif- 
ficult task of determining the level of security prices and 
the magnitude of speculation. 

’ Federal Reserve Bulletin, Sept., 1928, p. 614. 


250 


PUBLICITY 


IN WHICH THE BOARD DENIES ITS OWN EVIDENT PURPOSE 


This implication the Board denies. “The Federal Re- 
serve Board neither assumes the right nor has it any dis- 
position to set itself up as an arbiter of security speculation 
or values.””* On the very next page it quotes from a circular 
letter sent to the Federal reserve banks, ‘The Federal Re- 
serve Act does not, in the opinion of the Federal Reserve 
Board, contemplate the use of the resources of the Federal 
reserve banks for the creation or extension of speculative 
credit. A member bank is not within its reasonable claims 
for rediscount facilities at its Federal reserve bank when it 
borrows either for the purpose of making speculative loans 
or for the purpose of maintaining speculative loans.”” In 
the next column on the same page we have a table as fol- 
lows: 


Factors INCREASING AND DECREASING DEMAND FOR RESERVE BANK 
CREDIT, BETWEEN WEEKS ENDING JANUARY 28, 1928, AND 
JANUARY 26, 1929 


(WEEKLY AVERAGES OF DAILY FIGURES. IN MILLIONS OF DOLLARS) 


Factors increasing demand for reserve bank credit: 


Decrease in monetary gold stock............... 263 
Increase in unexpended capital funds........... 43 
Increase in non-member clearing balances....... 6 

312 


Evidently the hand that writes in the left hand column 
of this page knew not what the other hand was writing in 
the right hand column. The statement first quoted gave the 


1 Ibid., Feb., 1929, Pp. 93- 2 Tbid., p. 94. 
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impression that speculative accommodations were the cause 
of member bank resort to the Federal reserve banks. The 
table quoted makes no mention of that factor. 


SENATE ALSO MISJUDGES BOARD 


The Senate of the United States apparently fell into the 
same error we have, for it adopted the following resolution: 

‘Whereas in press dispatches recently, the Federal Re- 
serve Board has complained that money is being drawn 
from the channels of business and used for speculative pur- 
poses, and that some of said speculation is illegitimate and 
harmful; Therefore, be it 

“Resolved, That the Federal Reserve Board is hereby re- 
quested to give to the Senate any information and sugges- 
tions that it feels would be helpful in securing legislation 
necessary to correct the evil complained of and prevent ille- 
gitimate and harmful speculation.’”* 

The Board appeared to resent the designation of its pur- 
pose made by the Senate and stated in reply to the resolution 
that the Board “concerned itself with credit conditions.” 
“It disclaimed the authority and the desire ‘to set itself up 
as arbiter of security speculation or values.’ ’”? 

Although the greater part of the letter issued to the Fed- 
eral reserve banks under date of February 2, 1929, dealt 
with “speculative loans,” although the Senate of the United 
States concluded that the Federal Reserve Board was di- 
recting its public shafts against speculation, although a 
number of responsible members of the Federal Reserve 
System have admitted that such is the objective of the 

1 Federal Reserve Bulletin, March, 1929, p. 175. 
2 Ibid., p. 176. 
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Board’s policy,’ although there is no other object in the en- 
tire commercial and financial landscape at which the Board 
could be aiming, nevertheless it protests that it does not wish 
to “set itself up as arbiter of security speculation or values.” 
The Board, it seems, protests too much. 


‘See Wall Street Journal, May 15, 1929. 
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XIV 


THE POWERS OF THE BOARD AND THE PRINCIPLE OF 
COMPENSATION 


THE greatest error of those who have attributed extraor- 
dinary puissance to these weapons of the Federal reserve 
authorities is that they have ignored the principle of reactions 
which holds universally throughout the physical world and 
has its counterpart in the world of economic, social, political 
and even religious phenomena. - 


NEWTON’S LAW 


“To every action there is an equal and opposite reaction”’ 
is one of the fundamental rules of physical science. We have 
a similar though less evident relationship of forces in the 
political world. Macaulay in his monumental history of 
England calls attention to the swings of the political pendu- 
lum and how rhythmic is the character of the movements 
from one extreme to another. Economics is not without its 
students who have recognized in the field similarly compen- 
satory forces. 

Ricardo called attention to this in his analysis of the opera- 
tion of the gold standard. He showed what has since become 
a commonplace in the classroom that no country could lose 
all its gold as long as it remained on the gold standard. As 
gold left the country the domestic supply declined, its value 
was raised until a point was reached where its export was no 
longer profitable. At the same time the flow of gold into 
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other countries increased the supply there, tended to lower 
its value in terms of other goods and gold being a highly fluid 
commodity seeking the best market, would tend to flow out 
of the very countries which it had just entered and back into 
those which it had but previously left. In fact the greater 
the movement at any time in one direction, the more power- 
ful the forces acting to restore equilibrium. We know that 
the farther we pull a pendulum from its position of rest the 
greater will be the forces acting upon it to pull it back to its 
starting point. 

Walker, the great American economist, developed a very 
detailed account of the operation of bimetallism in a hypo- 
thetical community of states some of which had the gold 
standard, some the silver standard and others the bimetallic 
standard. He demonstrated a theory of compensation which 
has since become known as “the” compensatory principle, 
being singled out as the classic illustration of the rule. A 
similar principle has been developed in support of the gold 
exchange standard. 


APPLICATION TO ECONOMIC WORLD NOT NEW 


We are not, therefore, suggesting anything startling when 
we seek to apply Newton’s law of equal and opposite re- 
actions to the economic world. However, the further appli- 
cation is not generally accepted until it has been demon- 
strated. Unless this application has been previously empha- 
sized, there is a tendency to assume that economic “laws” 
operate in vacuums. Certainly some students of Federal 
reserve power have been inclined to believe that the Board 
could operate in that rarefied atmosphere of experimental 
perfection where each force has only a positive result. Hence 
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the insistent proposals that the discount rate be raised. The 
rate today stands at 5 per cent and the prospects appear 
excellent that a further rise will take place since a meeting of 
the Federal Advisory Council in Washington has just recom- 
mended an increase to 6 per cent.! 

The rise that has already taken place has been sufficient 
to indicate the character of the compensatory forces which 
are modifying and to a certain extent nullifying the effect of 
Federal reserve policies. The attractive rates for money have 
drawn funds from all parts of the world into New York. 
These are reflected largely in the loans ‘“‘for the account of 
others” which have grown so vigorously during the past eight 
years to the palpable annoyance of the credit policemen in 
Washington. If private individuals and institutions with 
funds to invest refused to place them at the disposal of the 
stock market at the rates today offered simply because the 
Federal Reserve Board has said ‘‘Verboten” they must be 
adjudged lacking in that competence which is supposed to 
characterize the average prudent man in managing his own 
affairs. 


THE CALL LOAN BANK 


This ability to extend private funds in the stock market 
has been hampered by the requirement of $100,000 units. 
Not many individuals are in the habit of maintaining bank 
accounts which run into six figures. To make it possible for 
the small investor to place his liquid assets at the disposal 
of the market in the safest of all short-time loans one com- 
pany has already been organized. Its capital was subscribed 
when its organization was announced.’ There was some ten- 
dency in the current press to regard the venture with levity. 


1 New York Times, May 22, 1929. 2 Tbid., May 1, 1929. 
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This is a serious error for that institution carries the germ of 
an entire structure of banks adapted specially to the require- 
ments of the stock market and independent of the Federal 
Reserve System. There is every reason why the financial 
community on lower Manhattan should organize to resist 
the maternal encroachments of a fussy Federal Reserve Board. 

Those who deal in stocks, while as little enthusiastic about 
high rates for money as any group, can nevertheless afford 
to pay more than the business borrower. Where a bank has 
the prospect of dealing entirely in a security as liquid, as safe 
and as remunerative as a call loan it can very well attempt 
to exploit those vast funds of savings which partly, at the 
present, find repose in banks which dare not lend them in 
the market. If those who have title to these savings can be 
given an opportunity to employ them through the agency of 
institutions specially adapted to that purpose, there is every 
reason to suppose that the stock market can secure all the 
funds it requires at rates which bear some relation to the 
community rate of interest and are free from the arbitrary 
dictation of a governmental administrative body. 

The losses due to loans on securities are practically zero, 
and when we consider that the average bank in the United 
States must set aside approximately one eighth of all its 
expenses for bad debts, it can readily be seen that such a 
field must look inviting, particularly if it is to be sustained by 
a provincial-minded central bank. 


INTERNATIONAL FLOW OF CAPITAL 


In addition to stimulating the flow of domestic funds to 
an area of artificially high interest rates, we find an effect upon 
the international flow of capital which is compensatory in 
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character. It has been supposed that interest rates higher in 
this country than those prevailing in other money centers 
would cause a flow of capital from the latter to financial 
areas of higher returns. 

This is true only to a limited extent. Prior to the war there 
were prolonged and rather characteristic differences in the 
rates prevailing in the various money markets. The rate in 
Amsterdam was usually below that of the other money cen- 
ters of the world, but it did not follow that the Dutch money 
market lost all its funds. Into the reasons for these differ- 
ences we need not go at the present. Suffice it to say that 
the post war period has displayed the disparity in the levels 
of the rates in the various money markets even as within 
this country we seem to have distinct and more or less perma- 
nent differences in the levels of money rates. 

The German rate is substantially above that of either 
France, England or the United States and yet the Reichs- 
bank is losing gold. A complete analysis would be compelled 
to take into account the natural movements of payments 
between nations and the course of trade and such an exami- 
nation is not directly pertinent to our subject. The point we 
are trying to make is that differences in the rate are not 
alone adequate explanations of the flow of funds. In our own 
country interest rates have always been higher in the South 
and West than in the North and East even in the face of sim- 
ilar Federal reserve bank charges. Yet we do not find New 
York drained of its funds. 


HIGH RATES HAVE CHECKED OUTWARD FLOW 


However we can say this as to the effect of present high 
rates in this country upon the movement of funds. They 
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tend to check the flow of our capital to foreign centers and 
discourage the flotation of foreign securities in our money 
markets and release that much American capital for more 
profitable employment at home. This tendency is well illus- 
trated by the course of foreign government financing in this 
country during the first quarter of 1928 as compared to the 
same quarter of the present year. In those periods there has 
been a decline from $2099,944,000 to $45,666,000." 
There is also a certain amount of very fluid capital in the 
world at all times which we may consider international- 
minded. It is free of all domestic ties and seeks that market 
in the world, where, other things being equal, it can get the 
highest return. Obviously such capital is likely to find the 
call money market very attractive. 


EFFECT ON FOREIGN GOVERNMENT FUNDS 


Another phase of these countervailing forces is the effect 
of the high rates upon the disposition of the funds which for- 
eign governments have accumulated in this country for the 
purpose of debt payments. These payments can be made in 
Liberty bonds at their par value. As the government through 
the Federal reserve authorities boosts the money rate to new 
heights, the price of bonds declines and increases the oppor- 
tunities of our debtors to make provision for payment at 
bargain rates. On Wednesday, May 22, when the stock mar- 
ket sustained a severe break, partly as the result of the recom- 
mendation of the Federal Advisory Council that the discount 
rate should be raised to 6 per cent, every Federal bond on 
the market declined, the Treasury 4s, 1944-54 dropping 
$1.40. On that day the English government could have 

1 Dow, Jones & Co. 
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bought Liberty 314s, 1932-47 at $97.20, to be used in mak- 
ing their annual payments to Uncle Sam at the full par value. 
To the extent that foreign nations take advantage of such 
opportunities they either transmit additional funds to this 
country or release credit held here in other forms. The act 
provides the money market with that much more ammuni- 
tion. 


EFFECT UPON GOLD MOVEMENTS 


Finally, we have the effect of this high rate upon the move- 
ment of gold. The sustained high rates in New York con- 
stitute a pressure upon exchange rates. The only way in 
which a Frenchman, a German, or an Englishman with funds 
can place them in New York is by buying dollars. This in- 
creases the demand for dollars and the supply of foreign cur- 
rency. It tends therefore, to raise the value of the former in 
terms of the latter and this is exactly what has taken place. 
It is evidenced by the decline in exchange rates and the 
shipment of gold to this country as the gold import point is 
crossed from time to time. Although the Federal Reserve 
authorities, with their tongues in their cheeks, have been im- 
plying a scarcity of gold, it is safe to say that the arrival of 
the yellow metal at this time falls far short of bringing joy 
to their hearts. From the beginning of August, 1928, to the 
end of March, 1929, we received $142,072,000 from abroad.! 
Without this member bank discounts would have been 
greater by an amount approximately equal to these imports 
and the ability of the Federal Reserve Board to bring pres- 
sure would have been that much greater. 


1 Federal Reserve Bulletin, May, 1929, p. 339. 
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OUR OBLIGATIONS TO THE NATIONS OF EUROPE 


In pursuing this policy of stock market deflation at any 
cost, the authorities are repudiating an implied obligation to 
those nations of Europe who returned to the gold standard 
under the persuasion of Governor Strong and under the 
impression that the Federal reserve banks would do nothing 
to make their return to gold any more difficult than it had 
to be. While it may be argued that this is a matter of con- 
cern only to these countries we cannot very well stop there. 
The Federal reserve banks had more gold than they could 
conveniently retain and if the great banks of Europe had 
followed the counsel of those who advocated a managed cur- 
rency, we might well have found ourselves “‘holding the bag” 
as far as gold was concerned. The return of these nations to 
the gold standard, by stimulating the demand for gold and 
by relieving us in the first instance of approximately one 
half billion dollars’ worth, guaranteed the value of the re- 
mainder. 

The re-adoption of the metallic standard was therefore a 
service to us no less than to these nations. While still in the 
process of re-establishing their currency attention was called 
to the rise in the value of stocks which had been going on 
since 1921. In some inscrutable fashion people had ceased 
to evalue stocks on the basis of earnings and the prospects 
of industry but solely on the rate charged by Federal re- 
serve banks to member banks when and if and to the extent 
that the latter borrowed. The connection is by no means 
obvious. 

It was suddenly discovered that we were short of gold, 
that we were on the dizzy brink of a perilous inflationary 
movement, and that business was due to expire because of 
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the burden of high money costs brought about by stock specu- 
lation. We promptly forgot the part we had played in aid- 
ing European nations to return to gold. Today the metal is 
coming back to us. We do not need it. Europe does. Now 
the rates are being raised in all European money centers as 
the banks move to the defense of their reserves. We have no 
reason to feel proud of breaking faith with the nations which 
harkened to our leadership. 


ARTIFICIAL INTEREST RATES AND TREASURY FINANCING 


The effect of artificially high interest rates upon Trea- 
sury financing is another phase of the reactionary movement. 
There is in the first place the natural desire of the Treasury 
to curtail financing to the utmost in a period of high money 
rates. This in itself relieves the money market of such de- 
mands as the government might have made if the rates had 
been lower and postpones to the days of easier money any 
plans for refunding. Another point is that it sets up within 
the central bank itself conflicting ends, i.e., that of the 
Federal Reserve Board to raise the rates in order to check 
speculation and that of the Treasury to lower the rates in 
order to economize in interest charges. 

~The latter aspect is of vital importance to the tax payer. 
To illustrate this let us take the Certificates of Indebtedness, 
Series TJ—1928, amounting to $400,000,000 announced Nov. 
7, 1927, and bearing a rate of 334 per cent.’ It is obvious 
that the Treasury must keep in mind the market rate of 
interest in floating these issues. During November, 1927, 
the yield on Treasury certificates at the market price was 


1 Annual Report of the Treasury, 1928, p. 245. 
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3.04 per cent,! so that the Treasury spotted the market a 
bit in order to be certain that the issue would be taken. 

Let us assume now that the Treasury will find it necessary 
to sell an issue in the prevailing condition of the money 
market. We find that the lowest yield on certificates at the 
moment is 5.11 per cent on the 434 per cent issue maturing 
in December, 1929.2 It is not unreasonable to suppose that 
certificates in order to be sold under these conditions would 
have to bear a rate of not less than 534 per cent. We may 
say then that the cost of Treasury financing has mounted 
by more than 60 per cent. On an issue of $500,000,000 this 
would amount to $10,000,000, a sizable fee for the tax payer 
to meet for the satisfaction of seeing the market “corrected.” 
The Federal Reserve Board in promoting a policy which 
fastens upon the nation this unwarranted cost is not serving 
us either wisely or well. The mounting cost of Treasury 
financing we may then regard as another factor which makes 
it impracticable for the authorities to push the rates to 
extremes. 


MEMBER BANK CO-OPERATION IN TREASURY FINANCING 


This suggests another situation which is likely to prove 
very awkward to the Federal reserve banks. The member 
banks have always been urged by the central bank to co- 
operate in the distribution of Treasury issues and to make 
direct investments in them. The refunding operations of 
1927 loaded the member banks with government bonds 
which most of these banks felt were an excellent secondary 
reserve, a view fully approved by the Federal reserve banks. 


‘Annual Report of Federal Reserve Board, 1927, p. 96. 
? The Wall Street Journal, May 24, 1920. 
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As soon as the refunding operations were completed, the 
Federal reserve authorities discovered the “dangerous” situ- 
ation in Wall Street and proceeded to unload their own 
supplies of securities. Having accomplished that, the dis- 
count rates were raised, which, affecting the open market 
rates for funds, depressed the price of the very bonds with 
which the member banks had become loaded. 

As the latter see it the Federal reserve banks were very 
careful to get rid of their own securities before taking action 
designed to tighten the market. The banks now find them- 
selves in possession of frozen assets which they cannot sell 
without serious losses. On the other hand, if they use these 
bonds for borrowing they are confronted with the disapprov- 
ing eye of the central bank. There is no doubt but that 
many of the member banks wish now that they had a larger 
portion of their assets in the call money market and less in 
the form of govenment bonds. It should be a lesson to the 
member banks to pay less heed to the investment advice of 
the central bank since the latter apparently feels little obli- 
gation toward them in protecting the value of investments 
made at their behest. Since the Board is doing nothing to 
ease the periodic stringencies in the money market due to 
tax payments, quarterly dividend payments and other de- 
mands, the member banks may well feel justified in recipro- 
cating the intransigent non-co-operation of the central bank 
and refuse to buy Treasury certificates. It is a game which 
can be played by two. This precise sentiment has been ex- 
pressed to the author by bankers. 

We may say in conclusion that the powers of the Board 
are exercised only to accompaniment of increasing friction. 
There is a growing resistance to its intent, resting partly 
upon factors that are largely automatic, such as the move- 
ment of gold and credit, and partly upon the injury to other 
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groups and interests, which is incompatible with the at- 
tempt to mete punitive repression upon the stock market. 
The principle of compensation therefore is a general factor 
which modifies all the powers of the central bank. 
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XV 
PROFESSOR W. JETT LAUCK PROPOSES REMEDIES 


On April 27, 1929, Professor W. Jett Lauck gave an inter- 
view in which he made proposals some of which resembled 
the remedy offered by Senator Brookhart while the others 
went beyond those of the member of the upper house. The 
pertinent part of the interview follows: 


‘Tt is clear from the general experience which we now have 
had, as well as from the present critical situations in the 
stock markets, that a regulatory control over the loans of 
member banks should be vested in the Federal Reserve Board. 
They can now do this by ‘moral suasion’ or by the threat 
that a bank which refuses to follow the procedure as laid 
down by the board will be denied the rediscount privilege. 


“But more than ‘moral suasion’ is needed or mere op- 
tional action in this direction by the board itself. An amend- 
ment to the act is necessary specifically charging the board 
with the duty and responsibility of supervising and con- 
trolling the classes of loans made by member banks. 


“‘Without the exercise directly of this function by the 
board, maladjustments in the development of credit along 
either commercial, industrial and agricultural lines, or in 
promotion and speculation, will constantly recur. 


“Undue absorption of credit by trade and industry in 
1920, and by the stock market at the present time, are glar- 
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ing examples of what may be expected to continue from time 
to time in the future unless necessary changes in the func- 
tions and powers of the board are made. 


“Unregulated extension of credit by the member banks is 
also incompatible with business and financial stability. More- 
over, it is doubtful whether such credit can properly be regu- 
lated by changes in rediscount rates. 


‘At the present time, by way of illustration, if the Federal 
Reserve Board were functioning in the way it should, it 
should reduce its rediscount rate in order to stimulate legiti- 
mate trade and industry, and check the drain on foreign gold 
reserves which our high money rates are causing and, at the 
same time, by control of the credit operations of the mem- 
ber banks, prevent this ‘cheaper’ money from causing any 
further expansion in stock market operations. 


“Instead of such a sound constructive policy being pos- 
sible, however, we find the board, to a large extent, impotent, 
or only capable of dealing with the present critical situation, 
either in a temporizing way, or by drastic methods, which 
will cause a sudden collapse in security values, with serious 
dislocation and losses to business and industry. 


“The irony of the existing situation also is to be found 
in the fact that the present inflation in the stock market 
was started by the unrestricted expansion of stock collateral 
loans by member banks three years ago when rediscount 
rates were primarily adjusted by the Reserve Board for the 
purpose of cooperating with Great Britain, France, Ger- 
many and South American countries in establishing gold 
standards of payments or more stable monetary conditions. 
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“At first blush, it may seem that a regulation of member 
bank credits by the Reserve Board is revolutionary and out 
of accord with the original intent of the Federal Reserve 
act. 


“Tt is fully conceded that the proponents of the act had 
in mind only the protection of commerce and industry against 
the recurring panics and abnormal conditions in the money 
market which had characterized our banking system before 
the year 1914. 


“It was expected that rediscounting at the Reserve Banks 
would occur only under abnormal conditions, or, in other 
words, for the purpose of avoiding a crisis. For this reason 
it was even thought that the investment of member banks 
in the stock of Reserve banks would be unprofitable, as earn- 
ings by the Reserve banks from rediscount transactions would 
be irregular. 


“But the war and future developments changed the con- 
templated situation entirely. The carrying of the war loans 
of the Federal Government prior to their absorption by in- 
vestors, the wartime expansion of trade and industry, gen- 
eral inflation after the war, and our post-war emergence into 
international trade and finance, led to extended rediscount- 
ing at the Federal Reserve banks as a normal instead of an 
abnormal operation. 


“Freedom in rediscounting became the established order 
of things. The difficulty of working our sound credit opera- 
tions also became involved with the necessary identification 
of the Reserve System with credit and fiscal conditions abroad. 
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‘“‘Under these conditions the Federal Reserve System nor- 
mally functioned in a way which the framers of the law could 
not have anticipated prior to the war, which changed the 
whole contemplated method of procedure. 


‘New and vital problems developed. The existing law 
provides, it is true, the Reserve Board with the powers neces- 
sary to meet these problems, but the exercise of these powers 
is purely optional, depending upon the attitude and courage 
of the board itself. 


“Tt is evident, from our experience, what should be done, 
and that sound constructive action lies not in putting new 
powers to the board into the Reserve act, but by an amend- 
ment to the act, placing direct responsibility upon the board, 
and specifically directing it to follow a constructive proce- 
dure, which is now optional with the board. 


“The Reserve Board must be held directly accountable 
for member bank credit operations. Indirect control through 
changes in rediscount rates is not sufficient. The Reserve 
Board through the regional banks must be made responsible 
for the credit activities of member banks. 


“Tt should be charged with the duty of preventing ab- 
normal conditions by restricting to certain reasonable limits 
credit expansion by member banks in the fields of promo- 
tion and speculation, government securities, agriculture, 
trade and commerce. 


‘‘From its access to statistics of member and non-member 
banks the Reserve Board would be able to ascertain the 
credit resources of the country under normal conditions. It 
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should also from its own studies as well as those of its staff 
and advisory committees be able to estimate approximately 
how credit expansion should normally develop and the rela- 
tive normal requirements of agriculture, trade and industry, 
investment and the stock markets. 


“This normal tendency could be controlled by the collec- 
tion and publication of the character of the loans of member 
banks, and by prompt action by the board and Reserve banks 
in prohibiting undue expansion along any line of business or 
financial activity. 


“The board, as has been stated, may now do this, if it so 
wishes, by moral suasion or by specifically refusing rediscount 
privileges to offending banks. The exercise of such power, 
however, is to a certain extent arbitrary and despotic and 
contrary to the American tradition of individuality. 


‘““As a consequence, the board has evidently hesitated to 
use it except to correct a serious situation. It should, by 
amendment to the Reserve act, be now required, within 
reasonable limits, to exercise this power in order to prevent 
the development of abnormal and serious conditions, and the 
board should be held directly responsible for the intelligent 
exercise of this power. 


“Unless this duty and power are vested in the board we 
cannot hope for the stable, orderly procedure in industry 
and finance which are essential to continuous prosperity. 


“Recent tendencies toward banking combination and 
specialization in certain forms of activities would be of great 
assistance to the Reserve Board and the Reserve banks in 
controlling normal credit operations. 


es 
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“The outstanding example in this direction is the recent 
merger of the National City Bank with the Farmers’ Loan 
and Trust Company, accompanied by the statement that 
the three units of this combination would specialize in cer- 
tain transactions—the parent institution would be mainly 
restricted to stock market and commercial transactions, the 
National City Company to underwritings and investment 
banking, and the Farmers’ Loan and Trust Company to 
trusteeships and estates. 


‘“‘Similar tendencies are evident in New York, Chicago 
and other financial centres, and would greatly facilitate a 
quick analysis of the facts at any specific time as to banking 
tendencies and the application of remedial measures should 
such a policy become necessary. From a broader public 
standpoint, it also makes it possible to deal in a sound and 
constructive way with the growing problem of the concen- 
tration of control of money and credit. 


“Under the unexpected conditions which have developed 
in connection with the operation of the Federal Reserve Sys- 
tem and the banks, it would also seem sound and construc- 
tive to amend the Reserve act so that rediscounts could be 
secured by the banks on listed stocks and bonds, proper 
limitations, of course, being imposed such as wide margins 
and the character of the securities so accepted. 


“This change would be essential to the control of credit 
operations of member banks by the Reserve Board, and the 
scrutiny by the Reserve banks of the purposes for which re- 
discounts by member banks are to be used. 


“The practice which has grown up has been for member 
banks to rediscount commercial paper for the purpose of ex- 
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tending their loans on listed securities. Carried to an extreme 
this tendency itself would defeat the fundamental object of 
the Reserve act. 


“Tt would be a much sounder policy to permit rediscounts 
at Reserve banks directly on listed collateral than to attempt 
to keep track of indirect rediscounts on commercial paper 
and government bonds, the proceeds of which are actually 
to be used for increase in stock exchange loans by member 
banks. Moreover, the credit facilities of the Reserve System 
far exceed the demands of trade and industry. 


‘Such an amendment to the Reserve act would also stimu- 
late what would be highly desirable, namely a higher degree 
of specialization by banks to handle stock exchange collateral 
loans and render less difficult the intelligent control of the 
stock and money markets. It would also reduce unwise 
speculation and solve the problem of so-called ‘bootleg’ 
loans in the call market. 


““When, in the opinion of the Reserve Board and the Re- 
serve banks, the rediscount of collateral loans had reached 
its proper limits, the announcement of this fact would itself 
put a curb on speculative activities. It would be a ‘stop 
sign’ to the wise. 


“Moreover, cali loans based on outside money could not 
under these conditions be protected against drastic fluctua- 
tions in security values. Outside money, if it did enter the 
market, would be looked upon as a medium of gambling, 
pure and simple, and would be loaned and borrowed on that 


basis. 


, 
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“What should happen and what undoubtedly would de- 
velop would be that specialized banking institutions would 
be established which in the large centres would practically 
deal exclusively in stock exchange loans and rediscounts and 
facilitate orderly and reasonable credit expansion in this di- 
rection. 


“‘On the other hand, the needs of legitimate trade and in- 
dustry would concurrently be fully protected by the control 
of the situation by the Reserve Board.” 


SUMMARY 


This may be summarized in the following manner: 


1. The Federal Reserve act contemplated conditions which 
no longer prevail. The act must be radically revised to suit 
modern needs. 

2. The Federal Reserve Board should be given the power 
to supervise and control the loans of member banks. 

3. It should have the duty and responsibility of deter- 
mining the amount of credit to be devoted to agriculture, 
industry, commerce and speculation. 

4. At the present time the rate should be lowered to stimu- 
late legitimate trade and industry? and to check the drain 
on foreign gold. By controlling the loans of member banks 
these low rates would not serve as a stimulus to speculation. 

5. The rise in security values has been caused by the low 
rates charged by Federal Reserve banks to member banks 
when and to the extent that the latter borrowed. 

1 New York Times, April 28, 1929. 
* His statement is made on April 27, 1929 at a time when business is enjoy- 


ing unusual prosperity. 
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6. Stocks and bonds should be permitted access to the 
Federal Reserve banks. As soon as collateral loans have 
gone far enough in the opinion of the Board it would hang 
out a “stop sign” and that would “put a curb on specula- 
tive activities.” This would solve the problem of outside 
loans since these would “‘be looked upon as a medium of 
gambling, pure and simple.” 


CHANGE OF CONDITIONS 


Let us consider the first point to the effect that conditions 
have so far changed since the passage of the act that it must 
be radically revised. The passage of the act was preceded 
by a generation of discussion and study and its final passage 
predicated upon the experience of all the great central banks 
of the world in the past. It contemplated for the Federal 
Reserve banks an essentially passive réle in the business and 
banking of the country. Hence the restriction on open mar- 
ket powers and the limitation of business to the preservation 
of the country’s banking reserves. It was expected to pro- 
vide an elastic currency to supervise banking and to aid the 
government in its fiscal operations but it was specifically 
denied a positive aggressive réle. The instruction in the 
preamble “‘to promote a stable level of prices” was stricken 
out before the bill was passed. The legislators who passed 
the act expected the Federal reserve banks to accommodate 
the commerce and business of the country and not control 
it. It is safe to say that had any such aggressive intent been 
included in the bill it would never have been passed. The 
duties of a central bank, fundamentally, to-day are the same 
as they were fifteen years ago. The pure functions of the 
central bank are essentially passive. The great institutions 


279 


WALL STREET anp WASHINGTON 


of Europe play an active part only insofar as they actually 
participate in the banking of the community. In their ca- 
pacity as central banks they have not changed. The Bank 
of England would not dream of advising the Big Five what 
their credit policies should be. 


MORE BUREAUCRACY 


The second proposal of Professor Lauck would substitute 
the judgment of an appointed administrative body for that 
of the banker. He would be advised how much to lend to 
farmers, how much to business and how much he might send 
to New York. If the bankers of this country are prepared 
to submit to such control we can only say that they deserve 
it. Eventually, we shall have bureaus in Washington which 
shall determine the buying policies of business houses, the 
selection of styles in clothing and the precise character of the 
interviews which professors may give to newspapers. 


SOCIALISM 


If we define perfect socialism as the complete negation of 
private initiative then we must say that the third proposal 
has an unquestioned red hue. In a vast and highly complex 
economic community of 125 million people one must look 
for an ebb and flow in the fortune and progress of the vari- 
ous component groups. At times these changes may be suf- 
ficiently rapid to cause some friction and waste motion. It 
is impossible for finite human wisdom to say how far some 
of these movements should go. 

The growth of the automobile industry is an illustration, 
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For some years we have been wondering how far its growth 
could continue. With each new record for production we 
have looked for that mythical stopping place called the satu- 
ration point. Where is it? Lives there a group of men so 
infinitely wise that they can determine how far such growth 
should go? 

The community has its own automatic manner of handling 
the problem. As long as the industry is prospering and is 
able to meet its obligations it can secure credit. That is pre- 
cisely the same pragmatic test which has been applied to 
the stock market. As long as it can pay back the funds bor- 
rowed and meet the interest requirements the community 
is disinclined to look farther. That system, not alone in the 
stock market, has served society tolerably well. It is now 
to be cast aside to be replaced by the arbitrary discretion of 
eight men in Washington who have already arrogated to 
themselves the right to dictate to a great financial community. 
The general application of this principle to the entire eco- 
nomic community would constitute an experiment in capi- 
talistic regulation.and repression that could not be viewed 
in any other light than as an attempt to emulate our friends 
in Russia. Are we prepared to travel in that direction? Do 
we realize that such is the direction we are taking? 


LOWER MONEY RATES 


We are in full agreement with the contention that the rate 
should be lowered and permitted to assume a natural level. 
That this is necessary in order that general business be en- 
couraged we are not prepared to grant, although the encour- 
agement of business is a highly commendable end. Business 


281 


WALL STREET anp WASHINGTON 


is in no need of stimulus at the present time. That high 
money rates are not a vital factor in the general situation 
may be seen from the returns of 430 corporations for the 
first quarter of 1929 as published by the Standard Statistics 
Company. These show a gain in net earnings of 31 per cent 
as compared with the same quarter of the previous year.’ 
The importance of money rates to business we have con- 
sidered at length previously. We need only repeat that their 
influence has been exaggerated. 


LOW RATES AND SPECULATION 


The fifth point has been so persistently urged as to estab- 
lish a wide measure of acceptance in the public mind. That 
low discount rates have been the cause of the present specu- 
lative movement has by dint of constant repetition become 
a demonstrated verity. Let us examine the theory first and 
then resort to the records for evidence. 

No man who buys a share of stock ever expects to be able 
to realize the fractional share of the assets of the enterprise 
to which that stock entitles him. In fact he may rue the 
day when that becomes necessary. A share of stock is bought 
partly for the same reason that a French peasant invests in 
the Rentes of the government. It is a means of saving and 
affords a future income. 

In the second place, the investor places his savings in 
stocks because he has confidence in the enterprise and in the 
country, and believes that the growth of both will enhance 
the value of his capital. The return in both cases is future. 
The present outlay is based upon anticipated dividends 


1 New York Evening Post, May 18, 1920. 
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and anticipated appreciation. Since both occur in the fu- 
ture they must be discounted to the present in order that 
some market price may be set upon the stocks. In this 
process there are two major hazards. The first relates to the 
absolute size of future earnings and consequently future ap- 
preciation. The second relates to the rate of discount which 
should be applied to bring these future increments in value 
down to the present. It is the consensus of judgment of the 
market place concerning these uncertainties which finally 
determines the precise value of a given share of stock in the 
present. 

If this analysis is correct, just where does the rediscount 
rate of the Federal reserve banks, applicable to a minor por- 
tion of the reserves of the member banks, come in? That 
rate apparently has a dominant influence on the course of 
rates for money in the open market. The effect is probably 
due more to the fact that the open market rates on accept- 
ances purchased by the Federal reserve banks move in sym- 
pathy with the discount rates than to the direct influence of 
the latter. The discount rate bears upon the cost of re- 
establishing member bank reserves and influences the mar- 
ket rate for money only in so far as it effects banking costs 
which in turn must effect the supply of funds and finally 
the cost of funds. That connection is rather remote and its 
actual existence doubtful. 

-The open market rate on acceptances is an active direct 
factor in the market. It indicates the rate at which the 
Federal reserve banks are willing to buy bills. It applies 
not only more directly but in a wider money area than the 
discount rate. The reserve banks do a business in bills not 
only with member banks but with bill dealers and non- 
member banks. The discount rate applies only to member 
banks. 
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EFFECT OF RATES ON BUYER PSYCHOLOGY 


To the extent that these higher rates affect the judgment 
of investors concerning the two afore-mentioned hazards, 
we must look for an effect upon market valuations of stocks. 
Is it likely that money rates, maintained at artificially high 
levels by bureaucratic fiat, are likely to affect the future 
earnings of the enterprises whose shares are traded in the 
market? Is it likely that it will affect the rate of discount 
which the investor applies to these future values? An un- 
equivocal affirmative answer seems unreasonable. It will 
have some effect, how much no one can tell. It is extremely 
doubtful if that influence is sufficiently strong to affect ma- 
terially the course of stock values. 


THE RECORD 


Let us proceed now to an examination of the record since 
1920. The accompanying chart portrays three series, the 
Annalist average price of fifty stocks, the rates on accep- 
tances bought by the Federal reserve banks and the aver- 
age monthly rates on new call loans in the New York mar- 
ket. Professor Lauck expressed a widely held sentiment 
when he stated that the present speculative movement found 
its origin in the cheap money of the latter days of 1927. 

We direct particular attention to the stock curve at that 
point. It will be noted that the lowest point in the accep- 
tance and call money curve marks a pause at the end of the 
most precipitate rise in stock values since the start of the 
movement in the middle of 1921. From March, 1926, to 
September, 1927, we have a rise in the average of stock 
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prices from 113.84 to 182.04, approximately 60 per cent. 
This movement started at a time when discount and accep- 
ance rates were higher than they were either the preceding 
year or the year following and terminated temporarily at 
exactly the point of cheapest money during 1927. 

If the rapidity with which stock values mounted may be 
taken as the measure of inflation, then it is impossible to 
say that speculation had any untoward effect on interest 
rates during this period for the general trend was downward. 
As a matter of statistical fact there is no discernible relation 
between the course of stock prices and money rates. We 
challenge any one to pick out, by an inspection of the course 
of security values, the periods during which easy money 
prevailed and those during which high market rates for money 
ruled. 

The statistical evidence indicates that the market, if not 
utterly indifferent to the price paid for money, at least gave 
it such little attention that the effect is not visible on a 
statistical chart. From July of 1923 to December of 1925 
there is an almost uninterrupted advance in security prices. 
During that same period money rates pass through a com- 
plete cycle. To say that tight money is caused by speculative 
activity or that speculative activity is caused by easy money 
rests upon a foundation of fact so slender that it cannot be 
detected. 


ACCEPTANCE RATES AND CALL MONEY RATES 


If we examine the relationship between acceptance rates 
and call money rates, we have an altogether different story. 
Acceptance rates are the result of deliberate and conscious 
Federal reserve policy. If we can establish a positive cor- 
relation between these and call money rates, then we can 
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Rates on 
Acceptances 
Purchased by Stock Market 
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say that easy money in the one case and tight money in the 
other are both the result of Federal reserve policy. The 
statistical evidence establishes a relationship so close that 
the conclusion is necessary that the Federal reserve au- 
thorities are themselves responsible for any conditions which 
prevail in the money market. 

While they may not be able to influence the rates charged 
to customers throughout the rest of the country their power 
to manipulate money rates in the market in New York City 
can hardly be questioned. Every general rise and fall in the 
call money market, during this eight-year period, without 
exception, is definitely traceable to movements in the dis- 
count and acceptance rates. The great disparity between 
acceptance rates and call money rates in 1928 and at the 
present time is attributable entirely to the intransigence of 
the Federal reserve authorities. They have refused to make 
the technical adjustments in the money market necessary to 
ease the periodic money stringencies which are the result of 
normal, trade, financial, and fiscal operations and have in 
addition brought every other power to bear upon the money 
market for the purpose of breaking stocks. 


ERROR OF SUPPORTING FEDERAL RESERVE POLICY 


Some of the great banks now supporting the Federal re- 
serve authorities are here making a serious error. Most of 
them have investment portfolios filled with bonds whose 
value has suffered because of high money rates. Their profit 
opportunities have been impaired by the withdrawal of 
funds by clients for direct investment in the call market. 
Their expenses have been increased by the rise in the cost 
of re-discounting and the Federal reserve authorities, al- 
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though themselves responsible for the borrowing, have had 
the effrontery to chide the banks for doing so. 1927 was a 
good year for bonds even though stocks were then mounting 
as rapidly as they did in 1928. 

The rise in stock prices cannot be blamed for the drop in 
bond values. That drop is due to artificially high money rates 
and they in turn are due to Federal reserve policy. Such 
hardship as the present high rates are visiting upon the 
member banks must be attributed solely and entirely to the 
Federal reserve authorities and beyond them to a group of 
radical senators who have stampeded them into ill-advised 
action. The Board has become the pawn of this group and 
the great banks which support it thereby enlist themselves 
as the unwitting tools of a radicalism which they directly 
abhor. 

We are in favor of the final proposal of Lauck in so far as 
it relates to the admission of stocks and bonds to the right 
of re-discount. It would be a mistake to assign any great 
present importance to this privilege. As evidence of a grow- 
ing enlightenment and a freedom from that provincialism 
which has retarded our progress it would be a step in the right 
direction. The central bank in this country provides prac- 
tically no direct funds to the market. It is the guardian of 
the reserves of the member banks. As long as we have an 
ample supply of government securities on which these banks 
may borrow there is little necessity for widening the list of 
eligible paper. As little can be said against the proposal as 
for it. If, however, there be any so confident as to suppose 
that a “stop sign” by the Board would ‘“‘put a curb on 
speculative activities” they must be utterly ignorant of the 
temper of the “speculative” community. Only the “pure 
and simple” could entertain any such sanguine expectations. 
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XVI 
MR. BORAH’S IDEAS 


In the June issue of World’s Work Mr. Borah is given the 
editorial platform and we have a characteristic assault on the 
stock market. The editorial is headed ‘“‘Call Money and 
Stock Gambling.” The Senator from Idaho indulges in rhe- 
torical rhapsodies which ring the changes on the immorality 
of gambling. Such phrases as ‘‘glorious gambling drives,” 
“the nation-wide mania for gambling,” ‘‘sleazy sophistry,” 
“the pot called brokers’ loans” and “‘the gambling kitty”’ 
emphasize the judicial capacity and the financial insight and 
competence of the temporary editor. 


“CALL MONEY AND STOCK GAMBLING. Abolish 
the daily settlement plan of the New York Stock Exchange 
and substitute the fortnightly or weekly clearings of the 
European exchanges, and a certain and definite curb on 
Wall Street gambling and sudden money panics will be in 
the process of achievement. Most economists, bankers, and 
financiers agree on this, but none seems to propose it with 
any vigor or confident emphasis. 


‘“‘ A New York Stock Exchange loan made at ten o’clock in 
the morning may be called at noon or any time thereafter 
up to the close of business for the day. A London Stock 
Exchange loan on the fortnightly plan cannot be called until 
two weeks from the day the loan was made, and the interest 
rate is definitely fixed throughout that period. It would of 
course, be revolutionary and enormously disturbing. 
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“Vet there can be no doubt, with the enormous expansion 
of Stock Exchange operations, that the daily settlement plan 
makes possible perilous confusion and frantic stampedes when 
anything in the nature of a panic is in the air. With daily 
clearings the public can rush in at any moment and buy in- 
sanely; just so it can sell in a frenzy of fear, whereupon the 
cost of call money can jump from six per cent to thirty per 
cent and back again to six per cent in a few hours. This, 
notwithstanding the checks and balances in the general money 
market set up by the Federal reserve banks and every other 
agency provided to supply credit for speculative and busi- 
ness operations. 


‘“‘Call money rose to 127 per cent on October 29, 1896, and 
to 186 per cent on December 16, 1905, when really disas- 
trous panics were brewing. Call money has not risen above 
thirty per cent since the Federal Reserve System has been 
effective. But with American speculation on a dozen Ameri- 
can exchanges what it is to-day, the whole world can be sub- 
jected to a demoralizing money stringency with thirty per 
cent call money under the daily settlement rule that now 
prevails. 


“It would seem to be time for the Federal Reserve Board 
in Washington to comment on this fact and make some pub- 
lic declaration—even though it might stir up many of the 
spectacular leaders of bull operations to further denuncia- 
tion of the Board for interference with their glorious gambling 
drives. 


“A weekly or fortnightly clearing and settlement plan 
should most positively cut down the duplication of the hand- 
ling of securities and payments, reduce greatly the number 


296 


MR. BORAH’S IDEAS 


of flurries in money rates, and also diminish the borrowing 
on demand when rates have gone up to extravagant heights. 


“The majority of brokers whose prosperity depends on 
the amount of marginal trading they handle from day to day 
would naturally abhor any change that would shrink volume 
and drive away eager and impetuous customers. Without 
the daily settlement plan they could not get call money by 
the billions from private sources outside the banking groups. 
We would not have that amazing and wholly unsound situa- 
tion of great numbers of individuals and corporations lend- 
ing money to Wall Street to be used for purely speculative 
purposes at higher rates of interest than they can derive from 
their own businesses or in any other way. 


“This is a benign situation,’ say many of the brokers, ‘as 
we are no longer at the mercy of bankers and professional 
money lenders.’ Any outsider or amateur can come in and 
have his share of the pickings when speculation is at flood tide. 


“Like all good things for the amateur and the outsider, 
there is always a time when facts known only to the experts 
and the professionals suddenly emerge and proclaim the im- 
minence of disaster. There is no unlimited stock of money 
in America or in the world outside for Wall Street to gamble 
with, no matter how great may be present industrial pros- 
perity. There never was a period of inflation that was not 
followed by deflation, and the Coolidge bull market, carried 
over into the Hoover Administration, is not likely to prove 
an exception, yet the settling-down process may this time be 
far more orderly and less destructive than it has been in the 
past, provided various stock exchanges throughout the coun- 
try will make up their minds to do something constructive in 
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reducing the nation-wide mania for gambling that has brought 
them such huge profits in the past few years. If they will. 
Certainly they will not wish to; but they had much better 
get together and do something within their own organiza- 
tions before Congress and the state legislatures start crusad- 
ing. They would be frightfully shortsighted to conceive that 
such attacks upon the Federal Reserve Board as have been 
delivered by W. C. Durant and former Governor Stokes, of 
New Jersey, would win popular support. The public is never 
fooled in the long run by such sleazy sophistry. 


“And it might be well to recall at this time the mistake 
made by the brewers and distillers before prohibition. They 
(the brewers and distillers) thought that they had the eternal 
backing of the ‘‘sucker”’ public; that they could fight among 
themselves and at the same time afford to thumb their noses 
at the fanatics. Then they woke up. 


“It is time we had something constructive and positive 
from the executives of the stock exchanges on what they, as 
experts, plan to do to put their house in order before the 
dreaded “‘amateurs and fanatics” who make laws in great 
haste and with much hullabaloo attempt to do it for them. 
We should like to hear something from them on the proposal 
to substitute weekly or fortnightly clearings for the present 
plan of daily settlements. We should also like to hear some- 
thing from the Federal Reserve Board and the leading bank- 
ers of the country on the same subject. 


“Call Money and World Credit. Quite aside from the 
present gambling situation, the call-money market in Wall 
Street under the daily settlement plan has become a direct 
menace to legitimate business operations throughout the 
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world. It has sucked $6,000,000,000 into the pot called 
brokers’ loans, and that pot now completely dominates the 
credit situation in two hemispheres. 


“Tt is doubtful if a third of this vast sum could be traced 
to uses for permanent investment. The remainder goes into 
the gambling kitty, and the cost of borrowing this money is 
determined almost exclusively by how avid is the desire of 
the gamblers to risk their borrowed money on the ups and 
downs of securities. Under the daily settlement rule the lend- 
ers of this money may feel secure against being caught in a 
prolonged break in stocks that might occur under a semi- 
weekly, a weekly, or a fortnightly settlement rule. They can 
call out their money the same day they lend it and feel abso- 
lutely sure of getting it back. Then the borrower, if he is 
pinched, will have to borrow it elsewhere at whatever rate he 
is forced to pay. When this sort of thing runs into billions 
of dollars the risks to the financial stability of the money 
market of the world should be obvious. There was a time 
when it was said that a sufficient rise in the rediscount rate 
of the Bank of England would draw money from the bowels 
of the earth; but now it can be said with a greater degree of 
truth that a sufficient rise in the New York call-money rate 
would empty the Bank of England. Certainly, the last rise 
of the Bank of England rate and the last rises of the Federal 
Reserve bank rates did not draw an enormous amount out 
of the great pot of brokers’ loans that exists in Wall Street. 


“The great problem that must be decided in the com- 
paratively near future is: Shall the call-money market on the 
daily settlement plan go on until a great world-wide smash 
comes, or will constructive efforts be made at the source to 
alleviate and cure the situation before it is too late?” 
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TERM SETTLEMENTS 


Mr. Borah proposes as a solution of whatever the problem 
may be that call loans be forbidden and loans limited to two 
weeks. In other words he advocates the term settlement 
which is now used on some of the European exchanges. We 
can be certain in the first place that Mr. Borah is not actu- 
ated by any “benign” impulses in making this proposal. 
Just how this will cure the evil which so disturbs Mr. Borah 
he does not make clear. 

It will seriously restrict the freedom of the banks in using 
their funds. An institution may have funds on hand which 
it could well place at the disposal of the community provided 
it can be certain of immediate payment. In the event that 
a restriction is imposed preventing the bank from calling the 
loan within two weeks, the funds kept on hand for emer- 
gencies must consequently be greater. It would have the 
effect virtually of impounding a considerable fraction of the 
liquid capital which the banking system is now able to use. 


NO CONNECTION BETWEEN THE PROPOSAL AND SPECULATION 


Only a student unfamiliar with finance could be so naive 
as to suppose that this provision would materially restrict 
the impulse of the stock operator to stake his judgment 
against that of the community and purchase or sell as the 
case may be. Just why and how should this restriction, which 
is placed upon banks and not upon brokers, deter the instinct 
to speculate ? 
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BORAH MAKES US FEEL GRATEFUL FOR OUR CONSTITUTION 


It is also well to remind Mr. Borah that we have a Con- 
stitution and that this document, fortunately for the nation’s 
liberties, imposes certain salutary restrictions upon the legis- 
lative body precisely for the purpose of checking the fanati- 
cal enthusiasm of statesmen like Mr. Borah. Our forefathers 
had an abhorrence of legislative excesses and created a gov- 
ernment of checks and balances operating within definite 
limits for the purpose of preserving our liberties and check- 
ing the tyranny of democratic legislatures. What right has 
Congress to say to the banks, ‘‘ You shall lend for periods not 
less than two weeks.” The Treasury often finds it necessary 
to borrow for a day, and many operations of banking and 
corporate financing employ one-day loans for a variety of 
purposes no less legitimate than that of the broker. 


BORAH LETS THE CAT OUT 


We are indebted to Mr. Borah for drawing so frankly the 
analogy between prohibition and the operations of the stock 
market. We have always suspected the moral identity of 
those pure souls who effected the passage of the Eighteenth 
Amendment and are now its principal support and those who 
now are so thoroughly aroused by the immorality of stock 
speculation. The prejudice against the exchange rests upon 
a profound substrata of dour Calvinism. Mr. Borah has 
frankly conceded his alignment with these moral forces. May 
a kind Providence preserve us from another experiment in 


perfection. 
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RESPONSIBILITY FOR MONEY PANIC ON BOARD AND NOT 
ON MARKET 


Mr. Borah is not as well informed on this matter as he 
should be. It is possible that he is not interested in further 
information. He has mentioned ‘‘ Wall Street gambling and 
sudden money panics.” The danger of such a panic due to 
stock market operations we have already considered. If the 
Federal Reserve Board is moderately faithful to its duty un- 
der the act of its creation, there will be not the slightest 
danger of a money panic. If, however, it persists in its vin- 
dictive intransigence and fails to take the necessary measures 
to ease the money market at the end-of-month-settlements, 
at the quarterly tax payments, at the crop movement period 
of the year, and at other times when any other central bank 
would be sufficiently sensible of its statutory obligation to 
administer the credit machinery in that manner which would 
minimize friction and peril, it may well lead to a grave situa- 
tion. 

During the spring a great and public-spirited private in- 
stitution in New York was compelled to come to the assist- 
ance of the New York money market because the Federal 
reserve authorities were so bent upon their fatuous purpose 
as to be blind to their duty. The head of that bank was 
excoriated by Senator Glass for coming to the assistance of 
the financial community. If we have the money panic which 
Senator Borah fears the blame for it will very properly be 
placed upon the shoulders of the Federal reserve banks and 
not upon the stock market. 


302 


MR. BORAH’S IDEAS 


THE POT ADDRESSES THE KETTLE 


Mr. Borah alleges that the brokers are guided by self- 
interest, that they wish the present level of stock turn-over 
to continue, that they are opposed to progress because of 
selfish profit motives and that they are not quite sincere in 
abhoring any “‘change that would shrink volume and drive 
away eager and impetuous customers.” We have here a 
politician impugning the sincerity and honesty of motive of 
stock brokers. We know of no other class which could make 
such a charge with greater impropriety. At a time when the 
supreme legislative body of the land is under attack because 
some of its members who had voted for the Jones law, pro- 
viding severe penalties for prohibition violators, were caught 
breaking the very law which they had passed for others to 
observe, we have a member of the Senate rising in a public 
place and bringing charges of insincerity against the finan- 
cial community on lower Manhattan. It would be as proper 
for Judas to give a sermon on loyalty. 


INSPIRATION AS A SOURCE OF KNOWLEDGE 


He speaks of “‘the desire of the gamblers to risk their bor- 
rowed money on the ups and downs of securities.’”’ Professor 
Sprague has very ably demonstrated that such a use of funds 
is less attended by risk than loans to farmers,! and that the 
number of our bank failures throughout the West might 
have been materially diminished if a greater part of the as- 
sets of these banks had consisted of brokers’ loans. To read 
Senator Borah one might suppose that the brokers borrowed 


1 See Appendix. 
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all the money used for the purchase of stocks and bonds and 
that no other industry operated on margin. Since when has 
it become a high crime to buy without making complete pay- 
ment at the time? We have never heard Mr. Borah criticiz- 
ing the farmer for operating on borrowed money and risking 
other people’s funds in his business. Yet the United States 
Department of Agriculture tells us that ‘“‘the ratio of en- 
cumbrance to value of owner-operated farms in the summer 
of 1924 had risen to 40 per cent as compared with 29.1 per 
cent five years before.’! At the end of 1928 the ‘“‘encum- 
brance” on the total value of stocks and bonds listed on 
the New York Stock Exchange amounted to 5.61 per cent.’ 
Thousands of banks in the West have become bankrupt be- 
cause of heavy losses on farm paper. Losses on brokers’ 
loans are unheard of. 

Another pertinent comparison which we urge is the fol- 
lowing. The national wealth in 1928 has been estimated at 
467 billion dollars. The total value of stocks and bonds 
listed on the New York Stock Exchange at the end of 1928 
was about 114 billion dollars. The latter, therefore, repre- 
sent about 24 per cent of the nation’s wealth. The value of 
all agricultural wealth at the end of 1926 was approximately 
58 billion dollars. We have estimated national wealth at 
the end of 1926 at 450 billion dollars. Agricultural capital 
therefore represents about 13 per cent of the nation’s total 
capital. The United States Department of Agriculture tells 
us that Agriculture employs about 14 per cent of the coun- 
try’s banking resources. On the other hand, the brokers’ 
loans held by banks of the country amount to only 4.93 per 


‘Farm Credit, Farm Insurance, and Farm Taxation, Bulletin No. gts, 
Government Printing Office, Washington, 1925, p. 102. 

* Report of the President of the New York Stock Exchange, May 1, 1929, p. 95. 

* Yearbook of Agriculture, 1927, p. 1146. 

“Op. Cit. Farm Credit, etc., p. 193. 
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cent of the total loans and discounts of the country’s banks 
although there are listed on the New York Stock Exchange 
securities representing almost twice as great a proportion of 
the nation’s wealth as the total of all wealth employed in 
agriculture. 

Why does not Senator Borah level his shafts against the 
farmer and rail against the ‘“‘gambling kitty” of agriculture? 
Certainly if risk be the test of gambling then the bankers 
of the West must be unanimous in holding that the farmer 
is a gambler. Many of these bankers rue the day when they 
permitted the farmer to use ‘“‘other people’s money.” They, 
the bankers, are broke as a result. Senator Borah speaks 
from nothing more substantial than an utterly baseless pre- 
judice, close kindred to that fanaticism which holds that a 
drink of alcoholic beverage forfeits a man’s rights to the 
eternal bliss of the hereafter. 
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THE PLAN OF SENATOR BROOKHART 


Summary — The Emissions of a Provincial Mind — Congressman Dick- 
inson’s Proposal — Reserves Should be a Measure of Liability; Not a 
Penalty. 


XVII 
THE PLAN OF SENATOR BROOKHART 


DurRInc the Hearings on Brokers’ Loans Senator Brook- 
hart took an energetic part and was probably the most ac- 
tive cross-examiner of Professor Sprague whose views on 
stock market loans, on speculation and the causes of the 
failure of thousands of banks throughout the West were 
clearly distasteful to the Senator from Iowa. It was there- 
fore entirely natural to expect him to take an aggressive 
part in the attempt to repress the ‘‘nefarious and preda- 
tory” activities of the financial community of lower Man- 
hattan. He very appropriately selected the Birthday of the 
Great Emancipator for an explanation of his various pro- 
posals designed to curb speculation. Lest we misstate him 
we quote his remarks in Congress in full: 


“‘T have introduced a series of bills to accomplish this pur- 
pose. One would prohibit any bank from making a specu- 
lative loan in the same terms that the law prohibits the Fed- 
eral reserve banks from rediscounting such a loan. Why 
should a speculative loan be outlawed in the reserve bank 
for rediscount and at the same time legalized as an original 
loan by the member bank? It should be outlawed all along 
the line. It is preposterous to claim that the Government 
of the United States or of the various States should be called 
upon to furnish a banking system to sustain an institution 
of stock gamblers. 


“Another bill would prohibit one ordinary bank from 
paying another ordinary bank for redeposits and turn this 
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item of reserve-bank business into the reserve banks. It 
would require the reserve bank to pay 2 per cent interest 
rate. This would increase the volume of reserve-bank busi- 
ness very greatly. On this increased volume it would never 
need to charge over 3 per cent on rediscounts and perhaps 
could make a profit at even a lower rate; so this bill fixes 
the rediscount rate by law at 3 per cent, and takes away 
from the Federal Reserve Board the power of affecting prices 
and business by raising and lowering the discount rate. That 
is a power too great to be intrusted to any board. The Con- 
gress of the United States itself is the only board represent- 
ing all the people that should exercise such power. The right 
to do so is as old as the English law. It is simply fixing a 
usury rate and that has always been done. If the rediscount 
rate is fixed at 3 per cent, the ordinary bank can lend to 
farmers, laborers, and ordinary business at 5 per cent, and 
this bill fixes the general usury rate for loans of that char- 
acter at 5 per cent. This gives the people the advantage of 
lowering the general interest rate by efficient use of surplus 
funds in a reserve banking system. 


“These provisions have been criticized by the statement 
that they would drive all the business into the State banks. 
I have anticipated that argument and offered another bill 
to require the State banks to comply with the same rules or 
be denied the use of the United States mails and the privileges 
of interstate commerce. This would put all the banks under 
the same system of rules. Unless something of the kind is 
done we are now headed for the greatest panic in the history 
of the world. The recent action of the Federal Reserve Board, 
while in the right direction is powerless to actually stop this 
fabulous bubble of stock inflation. Perhaps it has gone too 
far already to be stopped by anything but a panic. In con- 
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clusion, I want to ask: Shall the Congress of the United 
States remain an impotent onlooker in this ruthless destruc- 
tion of the prosperity of the great masses of our people?’”! 


SUMMARY 


Like Professor Lauck he proposes a regulation of the 
loans made by member banks. If a speculative loan is be- 
yond the pale of legitimate central bank activity, it should 
likewise be prohibited to member banks all along the line. 

He would also kill the business of depositing surplus funds 
of interior banks in the institutions of New York City by 
prohibiting the payment of interest on bank deposits, ex- 
cepting only those held by the Federal reserve banks. The 
intention of this proposal is to force all surplus funds into 
the Federal reserve banks. 

The surplus in the central bank could then be loaned to 
the member banks which could use them, a differential rate 
of 2 per cent being established by law. Having little con- 
fidence in the judgment of an administrative body and in- 
finitely more in the wisdom of Congress, he would have 
the Federal Reserve Board deprived of the right of deter- 
mining the discount rate and place that power in the hands 
of Congress. The latter should fix a rediscount rate of 3 per 
cent and a uniform rate on bank loans throughout the coun- 
try of 5 per cent. ‘‘This gives the people the advantage of 
lowering the general interest rate by efficient use of surplus 
funds in a reserve banking system.” 

Since it is possible that the banks within the system might 
be a little less than enthusiastic about these counsels of finan- 
cial perfection the Senator from Iowa would prevent their 


1 Congressional Record, February 12, 1929, p. 3428. 
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flight from the system into the protecting arms of the states 
by denying such state banks as refused to abide by these 
salutary rules the use of the United States mails and the 
privileges of interstate commerce. Bank business would then 
be in the same class as pornographic literature and the trans- 
portation of prostitutes. 

By these mild measures the Solon from the West would 
prevent the ‘‘Congress of the United States” from being 
‘‘an impotent onlooker in this ruthless destruction of the 
prosperity of the great masses of our people.” 


THE EMISSIONS OF A PROVINCIAL MIND 


These proposals are the curious emissions of a provincial 
mind. There is not the ghost of a chance that they will be 
adopted. They cast much light on the state of mind and 
the competence to deal with these problems, of the group 
which stampeded the Federal reserve authorities into their 
ill-advised course of stock market repression. Direct legis- 
lative efforts would have accomplished very little for this 
group of radicals. By playing on the fears of the authorities 
they have succeeded in intimidating an administrative body 
and inducing it to take a course of action for which they 
could never have hoped to secure regular legislative sanction. 


CONGRESSMAN DICKINSON’S PROPOSAL 


The colleague of Senator Brookhart in the lower house, 
Mr. L. J. Dickinson, has submitted a measure of similarly 
beneficent intent. He proposes that in a Federal reserve city— 


“‘as now or hereafter defined, and the Federal Reserve Board 
finds that such member bank makes extensive loans for use 
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in dealing in securities on the stock exchange or in unlisted 
securities not eligible for rediscount in a Federal reserve 
bank, the board may require such member bank to hold and 
maintain with the Federal reserve bank of its district an 
actual net balance, in excess of the balance required in para- 
graph (c), in such amount as the board deems necessary to 
insure the safety of the member bank; but the total balance 
required to be held and maintained by such member bank 
shall not be in excess of an amount equal to 20 per cent of 
the aggregate amount of its demand deposits and 5 per cent 
of its time deposits.’”! 


Congressman Dickinson proposes graduated reserve ratios 
depending upon the amount of security loans which a bank 
has. When these loans become ‘extensive’ the reserves 
which such banks will be required to maintain will be raised 
until they reach twenty per cent for demand deposits and 
five per cent for time deposits. 


RESERVES SHOULD BE A MEASURE OF LIABILITY; NOT A 
PENALTY 


The proposal is entirely illogical and inequitable. Re- 
serves are maintained against the liabilities of a bank to in- 
sure its ability to make payment when payment is demanded. 
Reserves are not calculated or maintained against assets, 
although recent discussions of credit inflation place emphasis 
upon a bank’s assets as a measure of its expansion. So far 
as the safety of the depositor is concerned we may say that 
the wise depositor will select that bank which has its invest- 
ments well distributed and has a portion in the form of call 


! Congressional Record, February 10, 1929, p. 2957. 
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loans. No paper which a bank ever admits to its portfolio 
is safer than a loan properly collateralled by securities and 
the bank which maintains a portion of its assets in this form 
will be consulting the best interests of its stockholders and 
its clients. These progressive reserves of Mr. Dickinson are 
nothing but bald penalties upon an innocent and safe form 
of bank investment. The suggestion of the Congressman 
from Iowa would be sounder if applied to farm loans. Our 
experience during the past seven years with bank failures 
shows that those banks which had too great a portion of 
their funds invested in farm paper registered the greatest 
mortality rate. As a protection to depositors higher reserves 
for such banks would be distinctly in order and we urge that 
fact upon the attention of Messrs. Brookhart and Dickinson. 
These two proposals need not be taken seriously. 
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XVIII 
THE PROPOSAL OF MR. MITCHELL TO CHANGE THE STOCK TAX 


SHORTLY after Mr. Mitchell’s encounter with the Senator 
from Virginia, he proposed the removal of the tax on capital 
gains as a means of releasing some of the funds tied up in 
the stock market and easing the mythical money stringency 
in the market. His argument was that many people were 
deterred from disposing of their stocks because of their re- 
luctance to pay the tax which the government imposed on 
capital gains. These gains do not become income until they 
are realized and selling is, of course, the act of realization 
and exposes the beneficiary to the special income tax of the 
government. 


A STIMULUS TO THE SALE OF STOCK 


Mr. Mitchell argued that many people who would ordi- 
narily have sold their stocks have resorted to the banks for 
loans with the stocks as security instead. If they could be 
liberated from the fear of the tax they would sell and would 
release the funds which they had borrowed. He pointed out 
that the government derived an insignificant revenue from 
the tax and that it was rather difficult to administer. 


A PALLIATIVE 


We are unable to share Mr. Mitchell’s optimism concern- 
ing the efficacy of his proposal. Undoubtedly his contacts 
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as a banker are such that he knows whereof he speaks and 
it may well be that he has been impressed with the number 
of clients who borrow on stocks which they would gladly 
sell if they did not have to pay a tax. Without in any way 
questioning the soundness of his evidence, it appears, never- 
theless, inadequate to justify the results which he expects. 
We have no means of knowing what portion of stock loans 
are made to provide funds for investors who would otherwise 
secure them through the direct method of sale but it seems 
improbable that any substantial part of the total of almost 
seven billion dollars of brokers’ loans finds its origin in the 
reluctance of stockholders to unload. There is admittedly no 
quantitative evidence on the point. 


MIGHT CREATE DEMAND FOR CREDIT 


The release of the tax on capital gains might have the 
effect of stimulating the turnover of stocks and to the ex- 
tent that this creates a further demand for credit it would 
offset whatever gains might be realized through the release 
_ of funds borrowed by investors who had previously been 
unwilling to submit themselves and their gains to taxation. 


THE CHARGE OF SELF-INTEREST 


The greatest weakness of the proposal is the personal dis- 
ability which attaches to Mr. Mitchell in his capacity as a 
banker. He is immediately open to the accusation that he 
is less interested in solving the credit impasse than in escap- 
ing such taxes as might fall upon him and his friends in the 
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event they tried to realize their gains. At least that is the 
interpretation which our representatives from the West will 
immediately place upon the proposal. They would waste no 
time in informing the world and Wall Street in particular 
that they are entirely too shrewd and vigilant to “fall” for 
anything like that. They will feel that Mr. Mitchell has 
underestimated their intelligence. There is not the slightest 
chance that Congress would permit the “bloated capitalists” 
to escape any portion of the tax burden which at present 
rests upon them. The revenue which comes from capital 
gains will be required more than ever to provide a part of 
the expense of nursing agriculture in the event that the de- 
benture or some other similar plan is passed by Congress. 
The full statement of Mr. Mitchell follows: 


‘““The law has introduced scarcity values in stocks that 
have spelled high prices, and it has created an enormous in- 
crease in the loan account. Under these tax laws, and par- 
ticularly with the surtax operating as it does in the higher 
brackets, investors and speculators who have large profits 
in securities have been and are unwilling to liquidate and 
take profits, but go on holding these securities, leaning on 
the banks in order to do so. 


‘““Not alone the taxpayer of very large means but prac- 
tically all of the million of security holders who are taxed in 
the brackets up to 8 per cent would be benefited by the 
proposal. Many stocks have increased in value in no small 
part because holders are unwilling to sell and pay the tax 
liabilities incurred, even though prices may have gone to ex- 
cessive levels. The current buyers are therefore forced to 
pay higher prices by reason of this tax. It is thus apparent 
that there are two factors involved, namely, the establish- 
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ment of an artificial price level and the constant increase of 
the loan account. . 


“Tf one could check up on the people leaning on the credit 
structure for the carrying of securities it would be found 
that there are an overwhelming number of holders who be- 
cause of this tax do not sell. In our daily experience we find 
it to be common that men who are holding securities and 
desire to purchase additional securities in the market which 
they consider as having an intrinsic value in excess of the 
market price, do not feel that they can sell that which they 
have but in the satisfaction of this desire they borrow either 
through their brokers or directly through their bankers funds 
necessary for such purchases, thereby placing added burden 
on the credit structure. 


“Instead of having a normal investment turnover, funds 
once invested in securities that show a substantial profit 
are locked up indefinitely so that the investor in making 
new stock purchases as favorable opportunities offer, has no 
other recourse than to borrow. In this way, the government, 
through the tax law, is contributing to the gradual building 
up of a condition of frozen credit which has thus far defied 
all efforts to bring about a reduction. 


“To the objection that the repeal of this tax would result 
in a curtailment of the Treasury revenue the answer is that 
the income to individuals from the sale of the capital assets 
amounts to a smaller proportion of the total individual and 
corporate incomes than might be supposed. In the calendar 
year 1927, for example, which is the latest for which com- 
plete figures are avilable, and which incidentally was a year 
of great stock market activity and rising prices, income from 
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the sale of capital assets, which not only includes stocks and 
bonds but real estate as well, amounted to less than 10 per 
cent of total reported individual and corporate incomes. 
Customs duties and other miscellaneous revenues would, of 
course, be unaffected. 


‘Moreover, in figuring the loss due to a repeal of this tax, 
it should be remembered that the paper profits on securities, 
if turned into real profits and not taxed, would be added to 
the taxpayer’s capital fund and put to work earning more 
money which, of course, would be taxable and go to increase 
the current tax revenues, and furthermore the elimination 
of the provision permitting a deduction of capital losses 
would also tend to increase the revenues. 


“Still another possible offsetting factor is that with this 
artificiality in the credit situation removed, Treasury income 
would be increased by the greater activity and greater nor- 
mality of business that would result. Such an outcome would 
be in keeping with the experience of the past where it has 
been found repeatedly that a lightening of tax burdens, 
when excessive, has resulted in an increase in the actual tax 
collected. 


“The tax on capital gains, which means the profit on the 
sale of stocks, bonds, real estate, etc., was made a part of 
the first income tax law of the United States which went 
into effect Oct. 3, 1913. To our knowledge there are no taxes 
levied on this type of a profit by any other important coun- 
tries, although Germany experimented with it for a time 
but abandoned it in 1925, when the tax laws were revised, 
and Canada includes such profits in taxable income but not 
at a special rate.” 
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Mr. Mitchell quoted from the annual reports of Secretary 
of the Treasury Mellon over the period from 1921 to 1928, 
in which Mr. Mellon has frequently discussed the capital 
gains tax and pointed out its effect in postponing the taking 
of profits wherever possible, while at the same time placing 
a premium on the acceptance of losses in order that they 
may be charged against income and so reduce the amount 
of tax liability. 


“Let it be understood that this proposal is not advanced 
as a relief plan for the individual of large means. There are 
millions of security holders in the United States, many of 
moderate circumstances, every one of whom would be bene- 
fited not only with respect to the tax on profits of securities 
long held and finally sold, but also in the removal of this 
element of artificiality in the price basis of securities selected 
for current investment. 


“Far outweighing all other consideration, however, is the 
fact that by this course it would be hoped that the key would 
be found with which to unlock the funds heretofore im- 
prisoned in the stock market by a tax policy which discour- 


ages liquidation except under force of the most drastic mea- 
sures. 


“Once this natural corrective measure has been applied 
a chain of cause and effect would be set up which will be 
expected to work automatically toward unraveling the credit 
tangle which has been created and which if allowed to con- 
tinue can only result in a serious check to the prosperity 
which the country has enjoyed for so long a period. With 
the removal of this artificial obstruction to the free taking 
of profits, there is reason to believe that large amounts of 
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stock long withheld from the market by reason of apprecia- 
tion over the purchase price will be brought out of the loan 
envelopes of banks and sold, thus bringing about a readjust- 
ment of prices to more normal figures, at which the undoubted 
large volume of investment funds now temporarily in loan 
in the Street will be tempted once more to flow into securi- 
ties for purchase outright with the resultant reduction in the 
present overswollen loan account. 


“With this decrease in the credit demand will come also 
a fall in the interest rate for Stock Exchange loans, leading 
in turn to a withdrawal and return to normal channels of 
the excessive supplies of funds no longer under the attrac- 
tion of the abnormal rates recently prevailing in that quar- 
ter. Thus is seen, as a final consequence, the restoration of 
low interest rates and development once more of an active 
bond market—conditions essential not alone to the financing 
of building and multitudinous other forms of public and 
private improvements, but also to the establishment through 
the sale here of foreign securities of those dollar credits in 
favor of foreign markets that are vital to the maintenance 
of our huge volume of exports.” ! 

1 The New York Times, April 19, 1929. 
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XIX 
THE FUTURE OF THE FEDERAL RESERVE BOARD 


THE immortal Bryce once held that great men could never 
stand successfully for office in a democracy. He pointed out 
that the political parties in seeking presidential timber never 
look for men of distinguished achievement in the public ser- 
vice but search rather for candidates who are, politically 
speaking, “available.” Now “availability” is a peculiar 
political virtue which has value only in democracies. It refers 
of course to the immunity of the candidate’s past to assault, 
an immunity derived entirely from an absence of objections 
to the man. It is a negative quality. Not how much this 
man has done for his country but rather how little can be 
said against him in a campaign is the criterion of auspicious 
candidacy. When prospects for office are canvassed, there is 
no enumeration of positive achievements but rather an ap- 
praisal of the objections which will be urged against him. 


HUMAN NATURE AND ECONOMICS 


We do not propose to attack the political selection of 
candidates but rather to examine it for the light which it 
will cast on human nature and to explore the facts for the 
bearing which they may have on Federal reserve policy. 
The politician may at times be indicted for the lack of proper 
ethical discernment. He may be criticized for subordinating 
the public welfare for the personal ends of political success. 
His knowledge of economics, as the economist has so re- 
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peatedly indicated, is deplorable. However he may be lack- 
ing in these essentials of ideal statesmanship, his knowl- 
edge of human nature cannot be questioned. If there be 
such a thing as a scientist in that complex of caprice and 
judgment, of prejudice and charity, of self-interest and ideal- 
ism which constitute human nature, we nominate the politi- 
cian. His success is dependent upon a profound, though, in 
many cases, unconscious perception of a definite frailty in 
the human character. 


AGGRESSIVE ACTION AND CUMULATIVE ANTAGONISM 


Favor a man and when the sun rises in the morn all mem- 
ory of the benefit will have vanished. Offend a man and he 
will carry the injury with him to the grave. The able man 
of positive action who takes his position on the outstanding 
public question of the day will undoubtedly please men who 
are of his persuasion. He will antagonize others with whom 
he is in conflict. The emotion of resentment is always stronger 
than that of gratitude. It seeps more deeply into the fissures 
of consciousness. It is more tenacious and enduring. 

Another issue rises to agitate the nation. Once again the 
able man takes a position. It is honorable, public spirited 
and wise. No matter. He has previously offended a group. 
To that is now added another which is displeased by his atti- 
tude on the current problem. 

As, on each public question, he takes that position of 
definite leadership, leaving no one in doubt, stating definitely 
that he is either black or white, he adds to the host of those 
who can see in him only the man who has opposed them. 
His great public services are but shadows in the scale. His 
“availability”’ has become so impaired that when next he 
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stands for public office he is defeated by an obscure candi- 
date whose greatest virtue is that no one “has anything 
against him.” He has, during his public career, abounding 
indeed in notable achievements, created a fund of cumula- 
tive antagonism which, sustained by positive and unequivo- 
cal leadership, has finally grown to a magnitude which over- 
whelms him. 


A RECENT ILLUSTRATION 


This is not an idle essay in political morality. The echoes 
of the last election are still reverberating. The nation was 
singularly fortunate in having two unusually able candidates 
stand for the highest office in the land. While each candidate 
stressed his own positive qualifications for office no such 
process was going on in the mind of the average voter. He 
canvassed his fears, his prejudices and his own peculiar sus- 
ceptibilities to offense,—and cast his vote accordingly. 


APPLIES IN HIGH PLACES AS WELL AS LOW 


Nor do we need stoop to the lowly and uninformed com- 
mon voter. The Senate has recently witnessed a sustained 
and virulent assault on the Secretary of the Treasury. An- 
drew Mellon is generally and justly conceded to be the ablest 
finance minister which this country has had since Alexander 
Hamilton. Unfortunately in the long and distinguished span 
of years during which he has served the public he has made 
enemies. Greatness and cumulative antagonism are in- 
separable. Had Andrew Mellon been an obscure and spine- 
less public servant, the solicitude of certain senators for 
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meticulous compliance with a doubtful sarees of the 
law would not have been in evidence. 


APPLICATION TO THE FEDERAL RESERVE BOARD 


What application does this have to the Federal Reserve 
Board and its future? If senatorial spleen and resentment 
had ejected Mr. Mellon from office, it would have been a 
grave loss to the public and a reprehensible rebuff to a meri- 
torious public servant—but the office of the treasurer would 
have remained. Other men would have filled it. The loss 
could have been tempered by replacement. Not so with a 
public regulatory body. When its members are dismissed, 
the body succumbs and another legislative act is necessary 
to recreate it. 


EARLY WEAKNESS OF ADMINISTRATIVE BODIES 


The Federal Reserve Board was established by legislative 
act and not by Constitutional mandate. Congress after ex- 
tended agitation was persuaded of the inadequacy of the 
existing system and of its own incompetence to administer 
properly the monetary and banking machinery of the na- 
tion. The act of creation of a new administrative body al- 
ways involves the delegation of power from the supreme 
legislative assembly to a subordinate body. It is in effect 
a confession of incompetence on the part of the legislature 
and it is but natural that the act of delegation should be at- 
tended by reluctance and followed by jealousy of the new 
body. 
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THE INTERSTATE COMMERCE COMMISSION 


We always find the first years of the existence of a new 
administrative board precarious, and its influence feeble. 
When in the course of years it has established itself in the 
esteem of the public and demonstrated its capacity for use- 
ful service and, by its passive conduct, offended a minimum 
of interests it may move more boldly. We need but point 
to the Interstate Commerce Commission for illustration. 
During the first fifteen years of its existence, it was to all 
intents and purposes impotent as a regulative body. Gradu- 
ally Congress was persuaded to grant it more power. The 
courts have given it increasing recognition. It has estab- 
lished a body of precedent and tradition which provide its 
conduct with ever-increasing sanction. Where it has offended 
groups they have been politically inarticulate. Very few 
votes are lost by denying a road the right to make a rebate 
to a favored shipper or to raise rates to permit a greater re- 
turn on invested capital. Restrictive measures and aggres- 
sive action have been in accord with public impulse. The 
Interstate Commerce Commission has, therefore, flourished 
like the green bay tree. That is not the story of central bank- 
ing in this country. 


OUR EXPERIENCE WITH CENTRAL BANKS 


The United States had experimented with central banks 
before the establishment of the Federal Reserve System. In 
1791 and again in 1816 a bank of the United States was estab- 
lished. The First Bank owed its existence to Alexander 
Hamilton. The country lacked proper banking facilities. 
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Uncle Sam found the collection and transmission of his reve- 
nues difficult and expensive. State banks were few, their 
notions of the banking function rather sketchy, to say the 
least, and their capacity for serving the community and aid- 
ing the Treasury in the discharge of its fiscal duties distinctly 
limited. Hamilton proposed a central bank and persuaded 
a reluctant Congress to authorize it. At the end of twenty 
years it had more than justified the expectations of its author. 
The renewal of the charter was ably urged by Gallatin. 
There was no disposition even on the part of its opponents, 
to question the value of the services it had rendered. But 
it had made enemies. Its conduct had provoked resentment 
and jealousy. Its capital structure and ownership had given 
sustenance to fear and prejudice. 


THE OPPOSITION 


There was the implacable opposition of Jefferson, the 
bigoted prototype of the anti-speculation zealots of today. 
All banks were enemies of liberty, especially those estab- 
lished by the Federalists.1 A large part of the stock was held 
by foreigners and Mr. Desha of Kentucky, the Senator Heflin 
of his day, had no doubt that George III was a principal 
stockholder in the bank, and that the English monarch re- 
garded it as an instrument in effecting his nefarious pur- 
poses against the United States. In the view of this solon 
the question was “whether we will foster a viper in the bosom 
of our country, that will spread its deadly venom over the 
land, and finally affect the vitals of your republican institu- 
tions: or, whether we will, as it is our duty, apply the proper 


* National Monetary Commission, Vol. IV, p. 67, 68, 70-71. 
*M. St. Claire-Clark & D. A. Hall, Legislative and Documentary History 
of the Bank of the United States, Washington, 1832, p. 183. 
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antidote, by a refusal to renew the charter, thereby checking 
the cankerous poison, the importation and dissemination of 
foreign influence that has already brought our government 
almost to the brink of ruin.” ! 

The maintenance of government deposits in the United 
States Bank was a sore spot with the state banks. There 
were alleged cases of partiality and political influence, and 
Duane charged the bank with deliberate attempts to cause 
depression in the money market by curtailing discounts. 
Bit by bit the bank had, during the course of its twenty 
years, by its positive action, aroused the antagonism of 
group after group and when the final tally of that opposition 
was found, it was sufficiently great to prevent the re-charter 
of the bank. 


THE SECOND UNITED STATES BANK 


Within five years another bank similar in structure to the 
first was founded. In spite of mismanagement during the 
first years and the inept conduct of Nicholas Biddle during 
the final years, the bank served illustriously. It was the right 
arm of the treasury. It served as a restraint upon the ex- 
cesses of the country banks and established a commendable 
standard of punctuality in payment. It gave the nation a 
sound currency, the government a substantial profit on its 
stock and maintained public credit at home and abroad. 

The proposal to renew its charter was defeated. Congress 
did not consider its great services. In rendering the accounts 
of public institutions Congress has never been able to under- 
stand the principle of double entry. The accounts have in 
almost every instance consisted of a catalogue of mistakes 


1 Tbid., p. 181. 
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and offenses. The compensating items of public service have 
been omitted. Since in these cases the accumulation of debit 
items was considered sufficiently impressive the bank was 
gutted. 


NOT A FANCIFUL EXPERIENCE 


That the theory we are here developing is by no means 
fanciful, an examination of the Federal reserve experience it- 
self will disclose. Repeated attempts have been made, by 
people whose motives we admire, to compare the present 
situation with that which prevailed in the latter days of 1919. 
The situations are comparable in that on both occasions cen- 
tral bank rates were extraordinarily high and there was a 
stringency in the money market. At that point all resem- 
blance ceases. 


TREASURY DOMINATION 


During the war the Federal Reserve System had been 
made the instrument of fiscal policy. It was dominated by 
the Treasury. Discount rates were low and banks were en- 
couraged to borrow from the Federal reserve banks in order 
to provide credit for their clients which in turn might be 
used to purchase Liberty Bonds.! Under the spur of war 
and the fiscal exigencies of the Treasury inflation developed. 
We were rather old fashioned in those days and measured 
inflation in terms of increasing prices, in terms of abnormal 
growth of bank deposits and finally in terms of a declining 
gold reserve. 


* Those who have been reading the Board’s unctuous homilies about the 
“tradition against borrowing” please note. 
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THE CouRSE OF INFLATION 1918-1920 AND 1926-1928 


1918 = Ig 19 1020-1920. 19027 1025 
Bank Deposits, rate 


of increase for all 
banks in the 


United States.... 5.7% 18.5% 13.0% 7.0% 5.76% 7.3% 


Wholesale Prices, 
Bureau of Labor 
Statisticssic. <o IQI 203 243 98 97 97 


Reserve Ratio, Gold 
to Federal Re- 
serve Notes plus 
Member Bank 
Reserve Deposits 59.4% 51.0% 40.0% 68.3% 64.5% 61.1% 


Gold Reserves in 
MONS 214.71: -4,049) 902,145" 92,909 2,815) 2,730, -2;584 


Note: Figures for the earlier period are for the end of fiscal years; for 
the later period for the end of calendar years; Sources: Comptroller’s Re- 
ports and Federal Reserve Bulletins. 


It should be noted that the drop in the reserve ratio for the 
later period is due to a decline in gold holdings, itself the re- 
sult of Federal reserve policy whereas in the earlier period 
the absolute amount of gold was approximately the same at 
the end of the period as at the beginning, the decline in the 
reserve ratio at that time being attributable solely to the ex- 
cessive expansion of the superstructure of credit. 


THE OCCASION FOR POSITIVE ACTION 


According to all the time honored tenets of central bank 
policy the earlier situation called for positive action by the 
Federal reserve authorities. It has always been considered 
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an orthodox exercise of central bank power to rise to the de- 
fense of the gold reserves. That these were in jeopardy at 
this time cannot be questioned. All central banks have in 
the past brought their powers to bear under similar condi- 
tions. The chimerical ends of stock market chastisement, of 
ideal price stabilization, of farm value deflation have had no 
place in the counsels that determined central bank conduct 
at critical periods. The object of the central bank at such 
times is to protect reserves that convertibility of the cur- 
rency into its metallic equivalents may be maintained. The 
Federal reserve banks stepped into the breach and used the 
only weapons at their command, to wit, the discount rate, 
the sale of securities in the open market and “personal con- 
trol by personal contact.” 


BOARD NOT FREE TO ACT 


Writers of the brand that displays superb wisdom after 
the event, have criticised the Board for its failure to exer- 
cise these powers at an earlier date, knowing full well at the 
moment of self-laudation that the Board was restricted by 
fear of the Overman Act.’ Every consideration bearing upon 
central bank conduct justified the Board in applying the 
pressure of higher discount rates. Not only were all general 
rates raised but the Board secured an amendment to the 
Federal Reserve Act, known as the Phelan Amendment, pre- 
viously described, which gave the Federal reserve banks with 
the permission of the Board the right to impose graduated 

1 This was a war-time measure which gave the President the power to make 
such changes in administrative bodies as would in his discretion insure greater 
efficiency in the conduct of the war. The Board very properly felt that if it 


opposed treasury policy and adopted restrictive measures it would be con- 
verted into an executive bureau. 
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discount rates depending upon the extent to which member 
banks used the common resources of the system. Each bank 
was allowed a normal ration of credit dependent upon its 
contribution to the strength of the system and any excess 
beyond this was penalized by progressive rates. In the light 
of orthodox discount theory this was entirely justifiable. 


RESERVE BANKS CO-OPERATIVE INSTITUTIONS 


The Federal reserve banks are co-operative institutions. 
Their resources are derived from the capital subscriptions of 
member banks and the reserves of member banks. Unlike 
the First and Second United States Banks, Uncle Sam made 
no contributions of capital. 

It is in the first place unfair for member banks to abuse 
this common reservoir of credit and exploit it beyond their 
deserts. In the second place the employment of reserve 
credit to excess by certain institutions may impair the abil- 
ity of the reserve banks to render aid to others in an emer- 
gency. Finally, penalties should be particularized and not 
generalized. If a man in the town of Brownville violates the 
traffic laws he, as an individual, and not the town, as a com- 
munity, should be punished. If higher discount rates are a 
penalty then they should be applied to particular offending 
banks and not to all the banks in the system, 

To the extent that the higher discount rate is a deterrent, 
the theory is sound. It is unsound in the sense that the 
power of the discount rate as a check has been sadly ex- 

*In the case of the First and Second United States Banks the sub- 
scription of capital by the government was largely illusory. It took one fifth 
of the stock and using that as security borrowed from the bank itself the 


amount necessary to make payment. This is as good as lifting yourself by 
your bootstraps. 
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aggerated. The bank that paid the 8714 per cent rate on its 
final increment of credit from the Federal Reserve Bank of 
Atlanta, in explaining the matter to its clients, averred that 
the actual cost in dollars and cents was slight as compared 
to a bank’s normal costs and that if necessary it would cheer- 
fully pay the same high rate a second time “to serve its 
clients.”” Unchastened and unrepentant that bank stands as 
a monument to the impotence of the discount rate. 


DEFLATION 


The story of deflation has been repeated ad nauseam. 
The world had gone on a jag and awakening in the dull, 
bitter hours of the next morning it sought an explanation. 
In the United States agriculture seemed to be hit harder than 
other industries. The drop in prices of farm products came 
first and seemed to go farther and stay down longer. The 
farmer was singularly free from contrition. He was certain 
that he was in no way responsible for his own plight and he 
and his highly audible champions in Congress commenced a 
search for the villain in the piece. 

The Federal Reserve System seemed eligible for the sacrifi- 
cial atonement. It had raised the discount rate. This caused 
a restriction of credit. That caused a drop in prices and the 
poor farmer was handed the burden. Nothing could be 
simpler. The hue and cry was raised. Amazing quantities 
of good ink were shed. The halls of Congress resounded with 
philippics whose virulence had not been equalled since the 
day it was discovered that the First United States Bank was 
undermining the liberty of a free nation. 

It was of no avail to demonstrate that deflation was world- 
_ wide and that the turn in the tide had taken place in some 
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countries, notably Japan, several months before the turn 
took place in this country. The absurdity of supposing the 
power of the Board so great that a wave of the discount wand 
would bouleverse the price structure of every important 
commercial community on earth fell upon ears that would not 
hear. 


KINDRED SPIRITS 


The inquisitors were given their first direction by a former 
member of the Board, John Skelton Williams. Senator Heflin, 
in whose state the 8714 per cent bank was located, addressed 
the nation almost every day for a month. In his own inimi- 
table fashion he disclosed the hideous truth day by day. 
The subject obviously has political possibilities. An extract 
from a speech by Mr. Williams given before the Augusta 
Board of Commerce and the Georgia Press Association on 
July 14, 1921 (Bastile Day) is typical of the flood of indig- 
nant rhetoric which was poured upon the Federal Reserve 
Board: 


‘A valiant little country bank in Alabama striving and 
straining to help its former customers, needed $112,000 to 
meet the needs of its community in crop moving time, the 
latter part of September, 1920, and that little bank was 
charged for the use of that money for about two weeks by 
its Federal Reserve Bank an average rate of about 4 per cent 
—not 4 per cent per annum, gentlemen, but about 4 per 
cent per month on an average; in fact, the rate charged for 
a portion of that money was actually 8714% per annum. 


“The rates charged amounted to from two to five times 
as much as the rates charged by any government bank in 
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any civilized country on the globe. Gentlemen, these amaz- 
ing rates are brutal, wholly without excuse. 


“The official record will show that while the reserve bank 
collected $2,100 (equal to 8 per cent on the bank’s entire 
capital stock for 12 months) from a little bank in your ad- 
joining state of Alabama for the use of about $112,000 for 
two weeks in crop-moving time a year ago, a big bank in 
New York, whose funds were largely employed in specula- 
tive operations and deals, for the same cash consideration, 
or, say, $2,100, was given the use of about $800,000 for the 
same time.’”! 


TELLING A PART OF THE TRUTH 


While the facts are substantially as stated by Mr. Wil- 
liams, he distorts the truth by the familiar device of omitting 
a part of it. He omits to state the relative importance of the 
$112,000 loan to capital resources and basic line in the one 
case and the $800,000 to the same elements in the other. As 
logic it compares favorably with the argument that since 
all men are created equal the imposition of a million dollar 
tax on one individual and none on another proves that our 
system of taxation is inequitable. 


MORE OF IT 


Senator Watson of Georgia, using the text furnished by 
Comptroller Williams and carrying his audience back to an- 
cient Rome and the assassination of Cesar, which incident 

1 Congressional Record, July 20, 1921, p. 4087. 
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was discovered in his hands to have a direct relation to ex- 
cessive interest charges, said: 


“The Steel Trust made $21,000,000 clear during the last 
quarter, while the farmers of the country, the wage earners, 
the bread winners, the men who have to sell their muscle, the 
women who have to sew for bread, the children who have 
to work, the whole mass of the population are suffering from 
the lack of money which the Federal Reserve Board secretly, 
cruelly, despotically, criminally, and ruinously retired from 
circulation.”’! 


VALUABLE EXHIBITS 


We are interested in these exhibits only because they con- 
stitute a menace to the continued usefulness of the Federal 
Reserve System and because they point to a lesson in the 
present experiment. While fully defending the conduct of 
the Board during the period of deflation, there can be no 
question but that the experience has left a deposit of resent- 
ment throughout the country which has cast a shadow over 
the System. Wrongly it is true, thousands of men whose 
fortunes suffered have placed the responsibility for their 
losses at the doorstep of the Federal Reserve Board. That 
resentment they will carry with them until they turn to 
dust. 

This is no rhetorical bunt. On April 15, 1929, Senator Pine 
of Oklahoma, a member of the Senate Committee on Bank- 
ing and Currency, having presumably some familiarity with 
banking, issued a statement which said among other things 
that “on May 18, 1920, 56 men assembled in a room in 

1 Congressional Record, Aug. 5, 1921, p. 4714. 
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Washington and secretly changed the credit policy of the 
nation” and that “when the 56 arose from the table the 
farmers were bankrupt.”! 


A MATTER OF HUMAN FRAILTY 


When fortune smiles upon a man he congratulates him- 
self upon his own intelligence. When misfortune frowns he 
looks for a goat. It is difficult for a man to admit error. If 
lightning strikes the farmer’s barn, or his favorite cow dies, 
or the world supply of wheat is such that he cannot secure 
a fair price for his own, he must attribute these turns to acts 
of God and seek religion or philosophy for consolation. If, 
however, his bank account suffers and the loss coincides with 
action by a governmental body between which a plausible 
causal connection can be established, he wastes no time in 
raising loud lament, to heaven, perhaps, but most likely to 
Washington. 

In the present instance the Federal Reserve Board has 
seen fit to undertake the reform of the stock market. It has 
boosted the discount rate, the rates on acceptances, has sold 
its government securities, chided the banks for borrowing 
and stigmatized the present stock market with its strong 
public disapproval. 

The market has wavered back and forth during the spring. 
It has never progressed uninterruptedly for any length of 
time in one direction. It has always moved by unpredicta- 
ble hitches and tacks. However, at this time a body of 
eight men sitting in their armchairs in Washington has 
stepped in. When the prices of stocks dropped and some of 
the poor lambs who, presumably are the objects of the 


1 United States Daily, April 6, 1929. 
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Board’s solicitude, were wiped out, it was not unnatural for 
them to fasten the blame on this maternally minded body 
in Washington. 


THE BOARD VOLUNTEERS AS A TARGET 


The stock market may have dropped just the same and the 
poor lambs been wiped out no less completely, in which event 
they could have cursed only their own poor luck. There the 
matter would have stopped. It is impossible to place a for- 
tuitous turn of events upon the trial stand and indict it. 
Acts of God do not yield to the process of condemnation. 
Administrative bodies, on the other hand, are composed of 
sentient human beings. They are visible and mortal tar- 
gets. Motive can be attributed to them. When such a body 
acts and its conduct is followed by loss it is inevitable that 
those who suffer shall add their antagonism to the fund 
already established by previous positive conduct. 


INVITING ANTAGONISM 


In this case the Board has aroused the enmity of an hon- 
est, intelligent and public-spirited community. Let us waive 
for the moment the question of justification and consider 
only the interest of the Board in its own self-preservation. 
It already had a formidable host of enemies before under- 
taking the present Quixotic experiment. The farmers still 
consider the system the pliant tool of the bankers and largely 
responsible for their present distress. The par-clearance con- 
troversy left a trail of bitter country banks. It is significant 
that two-thirds of the country’s banks stand without the 
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system. Many of the member banks today question the 
value of their membership, the force of which query will be 
increased if the Board continues its busy-body tactics. 

Banks are today intimidated by the Board and forced to 
refuse investment opportunities in the call money markets, 
a refusal which impairs their earnings. Their clients with- 
draw funds and lend directly which is a twofold blow to the 
bank. It diminishes deposits and transfers to the client the 
investment profit which might have gone into the coffers 
of the bank. At the same time the Board is increasing the 
costs of banking by raising the discount rates. 

Finally, the Board is doing its utmost to cast the pro- 
verbial monkey-wrench into the machinery of prosperity. 
Never has our well-being been more pronounced or more 
safely founded. The only shadow on the scene is the scolding 
silhouette of the Federal Reserve Board. When this experi- 
ment is concluded the residual antagonism against the sys- 
tem will be the only element which has not been deflated. 
An intelligent solicitude for its existence should admonish 
the Board to passive conduct and to eschew a resort to ad- 
vocacy in the public forum. 


THE BOARD DECIDES TO REPRESENT ONLY ARCADIA 


It is with regret that we have seen the Board place itself 
at the forefront of a militant and unenlightened provincial- 
ism and deliberately court the antagonism of a community 
whose good will and co-operation have ever been a source of 
strength. Its conduct during the past six months has been 
a wanton provocation to the business and financial com- 
munity. It has assumed the role of the skeleton at the 


feast. 
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The Reckoning — The Taxpayer — The Member Bank — Costly Co- 

ercion of Member Banks — Government Bonds and Frozen Assets — 

Full Burden Falls Upon Member Banks — Lo, the Poor Bondholder — 
Losses on Bonds Enormous — Greatest Injury to Small Investor. 


XX 
THE COST OF THE EXPERIMENT 


In attempting to draw up an account of the benefits and 
the costs of the present experiment, the judicial instinct re- 
ceives a decided rebuff. What can be placed on the credit 
side of this account as the gains of the attempt to “correct” 
the market? The ostensible objects have been largely illu- 
sory or inspired. The actual objects have been wholly inde- 
fensible except in certain radical interior areas. They have, 
therefore, not been openly advanced in support of Federal 
reserve policy. 

The authorities fully appreciate that a frank statement of 
purpose revealing the intent to extirpate gambling from the 
stock market and to prevent people from paying too much 
for stocks might be received with high approval by the radi- 
cal insurgents of the Republican Party and by the moral 
crusaders of the southern wing of the Democratic Party, but 
would be viewed through entirely different eyes by people 
a little less obsessed with the evils of capitalism and a little 
less high-minded in their desire to reform their neighbors. 

They have at least been prudent enough to maintain a 
public silence although accounts come to us of private ad- 
missions by members of the Board that stock speculation and 
gambling are the real objects of Federal reserve policy.’ 
Aside from the pleasure which the Board professes and the 
satisfaction their policy has given to those who look askance 
at the unrestrained financial turpitude of Wall Street, it is 
difficult to discern any benefits from that policy. 

1See the account in Barron’s Financial Weekly, Federal Reserve Board 
Pleased, p. 23, May 20, 1929. 
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THE RECKONING 


The account on the other side is a grave indictment of 
the competency and fair-mindedness of central bank leader- 
ship. We have already drawn attention to the disturbance 
which artificially high rates have caused in Europe, strug- 
gling to repair the damage of war and to re-establish itself 
on the sound basis of a gold standard. Our engagements of 
yesterday to aid in this return to a metallic standard, pat- 
ently helpful to us, we have forgotten. We are recklessly 
wielding the great power which we hold, entirely unmindful 
of the effects which it may have elsewhere, and it is not at 
all strange that the peoples of the old world should view with 
concern this financial octopus of the west. They rest at the 
mercy of its capricious whims. 


THE TAXPAYER 


We have called attention to the obstacles which Federal 
reserve policy has placed in the path of financing by the 
Treasury. The cost of government borrowing has been 
boosted, the obligations of the government depressed and 
the taxpayer presented with a bill for higher interest charges 
that runs into millions. 


THE MEMBER BANKS 


Of a more serious nature than any of the previous con- 
siderations is the effect of central bank policy upon member 
bank costs, upon member bank profit opportunities and 
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upon the attitude of member banks toward the Federal Re- 
serve System. 

The’ rise in the discount rates constitutes an increased 
burden upon the banks which are compelled to borrow to 
re-establish reserves impaired by the open market and gold 
export policy of the Federal reserve banks. On the average 
we may say that one dollar out of every twenty which a 
bank spends is for interest and discount on borrowed money. 
During the years of heavy borrowing this ratio has been 
higher and at other times lower. Its importance has doubt- 
less been exaggerated. 

Nevertheless, in view of the fact that the great majority 
of member banks are wholly innocent of those heinous prac- 
tices in the stock market which have aroused the Federal 
reserve authorities to action, it may be questioned whether 
it is entirely in accord with our notions of justice to punish 
one party, wholly innocent, for the alleged conduct of an- 
other. Yet that is precisely what is taking place. The banks 
are paying tribute to the Federal reserve banks because the 
latter think speculation morally wrong and because some 
benighted souls insist on using their own money to pay a 
price for stocks higher than that which the authorities are 
willing to concede as fair. 


COSTLY COERCION OF MEMBER BANKS 


However, that is only the first and most obvious incidence 
of Federal reserve policy upon member banks. By a species 
of intimidation and a manipulation of the facts these banks 
have been virtually dragooned into avoiding the stock mar- 
ket. The result has been not altogether happy. Heavy de- 
positors have been lured into the market by the attractive 
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call rates and have withdrawn deposits. No bank likes to 
lose deposits. In this case the loss is coupléd with a denial 
of the precise investment opportunity which would have 
prevented that loss. If the banks had been permitted to 
follow their normal procedure and provide the stock market 
with needed funds, it is unlikely that call rates would have 
come anywhere near the level which they have maintained 
for months. The banks could have obtained five or six per 
cent on the safest and most liquid form of investment and 
there would have been no loss of deposits. 


GOVERNMENT BONDS AND FROZEN ASSETS 


The investment inclinations of the member banks have 
been ‘‘directed” to government securities by the Federal 
reserve authorities. Today their portfolios are filled with 
frozen assets, purchased at the instance of this adminis- 
trative body and depreciated by the folly of these same pro- 
tagonists of provincialism. The banks from whom a tax is 
being collected in the form of higher rates on borrowed money 
cannot sell these securities without taking losses. If they 
borrow on them they are scolded. Thanks to their member- 
ship in the system they are at the mercy of their own crea- 
tion for it is the member banks who have contributed the 
capital of the Federal reserve banks, whose business provides 
the profits from which the salaries and other expenses of the 
Federal Reserve Board are paid and who now observe their 
servants heeding not the masters who pay them, but a group 
of hinterland fanatics, who, not satisfied with afflicting this 
land with one experiment in perfection are determined to 
embark upon another. 
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FULL BURDEN FALLS UPON MEMBER BANKS 


The absence of any general movement of expansion will 
make it impossible for the member banks to compensate the 
higher charges on borrowed money with increased business. 
We found that the amount paid out as interest and discount 
on borrowed money in 1919 and 1920 was considerably above 
the average for the past year but the general expansive move- 
ment taking place in those years brought to the banks their 
highest profits so that actually maximum profits and maxi- 
mum interest charges accompanied each other. The loss was 
not only tempered but more than compensated. 

No such general expansion in bank credit is taking place 
today. When the banks reckon their costs at the end of the 
year it is very likely that bank stockholders will have sacri- 
ficed earnings which they will find added to the profits of the 
Federal reserve banks. As such they will finally find their 
way into the coffers of the Treasury. In effect these higher 
charges constitute a special tax upon member banks in order 
to support an experiment in stock market regulation. When 
this unfair exaction is coupled with the failure of the Federal 
reserve banks to pay interest on deposits and their reluctance 
to lend back to the member banks the very credit which the 
act of membership alone makes possible, except to the ac- 
companiment of high interest charges and lectures on the 
impropriety of borrowing, we can readily understand the re- 
sentment of a growing number of the banking fraternity. 
Many member banks are again seriously examining the value 
of membership in the system—and—they are experiencing 
grave doubts. 
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LO, THE POOR BONDHOLDER 


Another view of the picture which is by no means attrac- 
tive is the effect of this experiment upon the equities of bond- 
holders throughout the United States. For the past seven 
or eight years bonds have been distinctly on the defensive. 
Writers like Edgar Lawrence Smith and Kenneth Van Strum 
have pointed out that diversification of investment will yield 
the same measure of ultimate safety in stocks as in bonds 
and that the return will be considerably greater. On the 
other hand, the author has recently! pointed out that this 
view has understated the weakness of an investment de- 
pending solely upon stocks since the range of fluctuation of 
stock prices is much greater than that of bonds and liquida- 
tion opportunities will consequently be more restricted while 
income, though on the average higher for stocks than bonds, 
is likely to be less uniform and perhaps less certain. 

It is possible that the current movement overemphasizes 
the value and importance of stocks as investment media as 
much as a previous generation of investors underestimated 
them. Such a situation would in the course of time correct 
itself. Thanks now to the attempt of our authorities to ‘‘do 
something about it,” the typical American impulse, bonds 
have received another black mark. The champions of the 
stock can say “I told you so.” People who normally would 
invest in bonds are compelled by the force of Federal reserve 
policy to look to stocks or to the call market for the profit- 
able employment of their funds. 

The high rates in the market have caused bond values to 
fall off. New bond issues have shown a serious decline and 
wherever possible enterprise in need of capital has resorted 


1 Harvard Business Review, April, 1920. 
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to stock issues. The funds ordinarily set aside for bond in- 
vestments are seeking other media less susceptible to the 
caprice of this governmental administrative body. Insofar 
as this has taken place the Federal Reserve Board has de- 
feated its own ends. It has aggravated the very situation 
which it has sought to “correct.” 


LOSSES ON BONDS ENORMOUS 


The effect of an artificial tight money policy on the inno- 
cent holders of bonds must be deplored. A newspaper as 
unfriendly to the general views expressed in this book as 
the New York Times admits that Federal bond values alone 
have dropped $500,000,000 in value since the inauguration 
of that policy.1 The Dow, Jones & Co. bond averages show 
a decline from 99.48 on Jan. 13, 1928 to 93.88 on May 23, 
1929. The market value of bonds listed on the New York 
Stock Exchange on Jan. 1, 1928 was $36,874,717,458.2 Ap- 
plying our percentage of loss to these bonds, we discover a 
decline exceeding two billion dollars. That is obviously an 
understatement since a great many new issues have appeared 
in the interval and all the bonds affected by the high money 
rates are by no means listed on the New York Stock Ex- 
change. On the other hand, it is fortunately true that these 
losses are of the paper variety and become real only to the 
extent that a holder may be compelled to liquidate. But 
that in itself is sufficiently serious since it means that these 
investments have in effect become frozen until another day 
dawns in Washington. 


1 New York Times, April 21, 1929. 
2 Report of the President of the New York Stock Exchange, May 1, 1929, p. 83. 


355 


WALL STREET anp WASHINGTON 


GREATEST INJURY TO SMALL INVESTOR 


It is very clear from the statements of those who profess 
to be so concerned about the course of the market that the 
object of their solicitude is not the wealthy stock operator 
but rather the man of moderate means who has been at- 
tracted by the unusual rise in values which has taken place 
during the past year. The latter has tried to grasp the golden 
pot at the end of the rainbow by emulating the abler and 
stronger operator. In many cases he has striven intelligently 
to exploit what he considered his superior appreciation of the 
prospects of a certain stock. In doing so he has been well 
within his rights. It is a commonplace that the market com- 
plex is psychological and that the traders now scattered from 
coast to coast are influenced by forces which at times are not 
discernible and which can rarely be measured. 

An announcement by the Federal Reserve Board usually 
has its immediate reaction, a fact well known by the Board 
and for which it therefore can and should be held respon- 
sible. The recently published (May 21, 1929) statement of 
the Federal Advisory Council that the speculative situation 
had not been corrected and that the discount rate should be 
raised to 6 per cent was followed by a collapse of the stock 
market, fifty representative shares showing a decline of 
$8.12 for the day, involving a total loss running into bil- 
lions. While such a drop may have been viewed with right- 
eous satisfaction in certain quarters, it actually affected least 
those who are the objects of bureaucratic repressive mea- 
sures, the wealthy ‘‘gamblers.”” On the other hand it did 
wipe out many of the weak holders who were unable to meet 
the additional demands for margin. To the small investor 


1 New York Times, May 23, 1929. 
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the act can be nothing but the expression of vindictive van- 
dalism, a destruction of values which will do the destroyer 
not a particle of good but will bring in some cases irreparable 
losses to innocent parties. It constitutes but another heavy 
item on the debit side of the Federal Reserve System’s ac- 
count. 

While these are grave effects of the rash alignment of the 
Federal authorities with the pink radicals of the south and 
west, principally the west, there is another more portentous 
still. The authorities by their wanton assault upon one of 
the most useful instruments of capital society have thor- 
oughly alienated the support of an intelligent and public- 
spirited community. The ramifications of that antagonism 
cannot be followed or predicted. The leadership of the Fed- 
eral reserve banks is on the brink of forfeit. It is the only 
shadow across the sun of prosperity. 
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XXI 
CONCLUSION 


What shall we say in conclusion? We are unable and dis- 
inclined to question the sincerity of the Board. Theirs is a 
difficult position. They stand between two fires, and in ac- 
cordance with time-honored proverb are damned if they do 
and damned if they don’t. The Federal reserve system has 
been no less a boon to this country than were the First and 
Second United States Banks. Although the latter, excepting 
the Second Bank under Nicholas Biddle did not seek op- 
portunities to arouse enmities, they discovered such a fund 
of antagonism accumulated against them at the end of their 
charter periods that a capricious legislature refused to renew 
their lease of usefulness. The Federal reserve authorities have 
on this occasion deliberately exceeded not only their gener- 
ally acknowledged functions but also their statutory duties. 
The Federal reserve act does not permit them to use the 
engine of publicity to effect their ends. Fiat enforcement by 
propaganda and the swaying of market psychology were not 
in the contemplation of the authors of the act. 


BEING A QUESTION OF PATERNAL RIGHTS 


We say this although entirely cognizant of the strictures 
of Senator Glass and Professor Willis. The statesman from 
the Old Dominion has coyly admitted his parentage of the 
Federal reserve act. His reluctance to advance the claims of 
a putative fatherhood has in no wise been affected by the 
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similar claims of a sizable group of others who were alive at 
the time of the passage of the act. If these acknowledgments 
of relationship are all correct, the child must be a biologic 
curiosity. Incidentally we are moved to wonder who the 
other party to the act of conception can be and why we never 
hear mention of the lady. It is fortunate that no social odium 
attaches to this child of scandalously numerous fathers. Let 
us become serious again. We raise the question of the right 
of Senator Glass or of any other of the proclaimed or to-be- 
proclaimed fathers of the system to step up and allege the 
parental rights of dictation. The Senator has contended that 
the sole purpose of passage was to deal the death blow to 
speculation, however that may finally be defined. He should 
be tolerant enough to grant that there are at least two views 
possible and the existence of the opposing view should ad- 
monish a little greater restraint upon the Senator before he 
leaps into the public prints with the demand that the able 
head of the National City Bank be hung, drawn and quar- 
tered on the morrow for coming to the assistance of a money 
market to which an intransigent Board had lost all sense of 
obligation. 


COST OF EXPERIMENT 


To the attention of the authorities should be called the 
great cost of the experiment already evident. The final ac- 
count is only in the process of being rendered. If any benefit 
has resulted from the effort it is very probable that the Board 
will receive little credit for it. The monetary costs we have 
already examined. Likewise have we weighed the effect upon 
the future of the Board. Such attempts to don apron strings 
and play the part of a fussy maiden aunt to an intelligent 
community may well prove fatal to the future usefulness of 
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this administrative body. The Board has usurped a power 
inconsonant with mortal wisdom. 


SELF-EXAMINATION 


We urge upon the Board the value of the introspective 
process. It should seal its doors and within the cold clear 
chambers of the intellect examine its course of conduct and 
the consequences. It has declared war on an innocent com- 
munity. It has alleged a shortage of gold when by its own 
inadvertent admissions and previous course no gold short- 
age could possibly exist. It has alleged credit inflation and 
sought to prove the point by using wholly fanciful and novel 
criteria of inflation. It has alleged a danger to business when 
business was never in a better state of health. By constant 
implication it has accused the member banks of borrowing 
to lend in the stock market when none should know better 
than the Board itself that the borrowing was due to no such 
cause. The Board has elected the réle of a gloomy prophet 
of calamity and finds itself completely at odds with the spirit 
of the day. We do not question the sincerity of the Board 
but most emphatically do we impeach that infirmity of judg- 
ment and that misconception of duty which has brought the 
nation to the present pass. 


COUNSEL TO THE BOARD 


Our counsel has not been requested and we offer it with 
the apologies that should attend every act of presumption. 
We do not wish to be destructive. A hundred and fifty years 
ago a new phrase captured the imagination of the thinking 
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world. There was a reaction to the excessive and minute 
regulation of all forms of life which our historical texts refer 
to as mercantilism. The new injunction to the state was 
‘‘Laissez-faire.” We revive it for the benefit of the Federal 
reserve authorities and offer it to them as the most appro- 
priate counsel of the hour. In the second place the Board 
should pay less attention to the thundering prophets of the 
West and the moral crusaders of the South and a little more 
to the needs of that much-maligned community on lower 
Manhattan whose claims to the attention of the Board are 
at least equal to those of the provinces. It were well for the 
authorities to lay less stress upon the tradition against bor- 
rowing. The emphasis is inept. The Federal reserve banks 
are co-operative institutions and the act of co-operation is 
voluntary. Washington should learn the difference between 
“‘accommodating”’ business and commerce and “‘controlling”’ 
business and commerce. There is a difference. 


TO CONGRESS 


To Congress we wish to say that the Federal reserve act 
should be amended to permit the rediscount of bills secured 
by stock market collateral. We have no illusions about the 
legislative prospects of this advice. President Simmons of 
the New York Stock Exchange has urged it and the counsel 
is wise. It cannot in any way solve the present problem. 
That is largely a matter of attitude and intent. If the Federal 
reserve authorities will retire as gracefully as possible from 
this self-generated impasse our credit problem will vanish. 
It is purely artificial. However, the stock exchange performs 
services for the community which in this day and age are in- 
dispensable—as much so as the wheat which the constituents 
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of Senator Brookhart raise. It has as much right to the final 
reservoir of the nation’s credit as the farmer. The stigma of 
illegitimacy should be removed from the operations of the 
stock market and the nonsense about the resources of the 
Federal reserve system not being used for a speculative pur- 
pose should be forever scotched. A Frenchman has recently 
written an engaging work on America Comes of Age. Such 
action would signify our emancipation from provincial pre- 
judices and would be added testimony to our maturity. The 
liberties of European peoples have not been abridged by 
granting the right of entry to the central bank to paper based 
upon securities. Such a step would have the additional ad- 
vantage of assuring an ample supply of paper eligible to re- 
discount. With our Federal debt being reduced at the rate 
of a billion dollars a year and the decline of eligible commer- 
cial instruments because of changes in corporate financing 
it will be necessary to find a credit vehicle suitable for entry 
into the central bank. 


TO WALL STREET 


Our advice to the financial community is in the nature of 
a call to arms. The central bank has broken faith with it and 
undertaken a punitive excursion against the stock market 
without adequate provocation and in contravention of every 
principle of justice. Wall Street should patronize only banks 
without the system. As a community it has ample financial 
strength to be independent of a central bank which has dem- 
onstrated its unenlightened and militant provincialism. The 
state of New York will charter institutions to provide for 
the banking needs of the financial community. Although the 
provinces dominate in politics there is no reason why that 
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dominion should extend into the field of finance. That in- 
dependence may be and should be achieved without the 
blare of trumpets or the clash of cymbals. It is within the 
reach of Wall Street and should be embraced. 
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HEARINGS ON BROKERS’ LOANS 


SENATE COMMITTEE ON BANKING AND CURRENCY, 70TH CONGRESS, IST 
SESSION, SENATE RESOLUTION 113, FEBRUARY 9, 29 AND MARCH 7, 1928 


THE POSITION OF SENATOR LA FOLLETTE 


Senator La FoLttettr. Mr. Chairman, first of all I would like to 
express my appreciation to the chairman of the committee and the other 
members for giving me this opportunity to make a brief statement. It 
is not my intention to take much of the committee’s time this morning. 

My purpose in introducing the resolution was to endeavor to bring 
to the attention of the committee and the Senate the situation with 
regard to the increased amount of loans on stocks and bonds by the 
member banks. At the time President Harding was inaugurated loans 
on that account amounted to about $778,000,000, according to my in- 
formation. At the time President Coolidge was inaugurated, in 1925, 
they had increased to $2,119,000,000. And to-day, that is, of February 1, 
they amounted to $3,819,000,000. I have not the figures which were 
made public this morning before me. 


THE SITUATION IS ‘‘VIEWED WITH ALARM,” BY DR. H. PARKER WILLIS 


Dr. H. Parker Willis, whom we all know took a great interest in the 
Federal reserve act at the time it was under consideration by Congress, 
who for a time served as secretary of the Federal Reserve Board, stated 
as long ago as last May—and I would like to quote from his statement 
—that: 


“To-day we have much more than five and one-half billions of dollars 
devoted by the banks to carrying stocks and bonds, of which well toward 
three and a half billions is applied in this way in New York City and 
places affiliated with it; the greater portion of that vast sum being used 
in margin trading. I estimate that this amount is, roughly speaking, 
three times the amount so used just after the war, and probably about 
three and a half times the amount so used prior to the adoption of the 
reserve act. It is true that we have to-day a rather better control over 
speculation than formerly when we wish to use it, and also that our re- 
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serve system has brought about beneficial changes which have set free 
money that has gone into speculative uses without drawing so heavily, 
as it otherwise must, on other lines. But when allowance has been made 
by the most charitable of observers it remains a fact that our reserve 
system has exerted no real remedial influence upon the great American 
evil of stock-exchange gambling, and of the use of the liquid funds of 
banks in that occupation.” 


BY THE COMMERCIAL AND FINANCIAL CHRONICLE 


I also desire to quote, for the information of the committee, in part 
from an editorial which appeared in The Commercial and Financial 
Chronicle, of New York, I think, admittedly, one of the most conserva- 
tive financial publications in this country, the editorial being printed, 
I think, on August 6, 1927. In that editorial it was set forth: 


“With stock-exchange speculation rampant, as just shown, and with 
borrowing on stock-exchange account of huge volume and steadily grow- 
ing, the true course would be to raise rates, thereby rendering borrowing 
on the part of the member banks more costly and thus discouraging it. 
But the reserve banks are anxious to increase the volume of their earn- 
ing assets, which latterly have been falling off somewhat, notwithstand- 
ing the absorption of so much money in stock-exchange speculation. * * * 

“But is such a policy sound and sensible, and is it in consonance with 
the theory upon which central banks are supposed to function? If not, 
why should the managers of our reserve institutions give adherence to 
it? Are there not serious portents in the course which is being pursued 
and should not these receive careful attention and thoughtful considera- 
tion? Are we not sowing the wind with danger of reaping the whirlwind ?”’ 


I should like to say, Mr. Chairman, that it is my personal opinion, 
and upon such competent advice of financial authorities I am led to be- 
lieve that it is also their opinion, that the use of the funds and credits 
of the Federal reserve system to support stock-market speculation is a 
violation of the clear intent and certainly of the purpose of the Federal 
reserve act. I call attention to the final and concluding phrase of sec- 
tion 13 of the act: 


“but such definition [referring to paper subject to discount by Federal 
reserve banks] shall not include notes, drafts, or bills covering merely: 
investments or issued or drawn for the purpose of carrying or trading 
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in stocks, bonds or other investment securities, except bonds and notes 
of the Government of the United States.” 


BY CARTER GLASS 


I also, in support of the contention as to what was the intent of the 
framers and the supporters of the Federal reserve act at the time it was 
enacted, should like to quote briefly from Senator Carter Glass, who 
was then a Member of the House, and subsequently as we know, Secre- 
tary of the Treasury, and now a Member of the Senate. He stated on 
the floor of the House on September 10, 1913: 


“The whole fight of the great bankers is to drive us from our firm 
resolve to break down the artificial connection between the banking 
business of this country, and the stock speculative operations at the 
money centers. The Monetary Commission, with more discretion than 
courage, absolutely evaded the problem; but the Banking and Currency 
Committee, of the House, has gone to the very root of this gigantic evil, 
and in this bill proposed to cut the cancer out. Under existing law we 
have permitted banks to pyramid credit upon credit and to call these 
credits reserves. It is a misnomer; they are not reserves. And when 
financial troubles come and the country banks call for their money with 
which to pay their creditors they find it all invested in stock-gambling 
operations. There is suspension of payment, and the whole system breaks 
down under the strain, causing widespread confusion and almost incon- 
ceivable damage. 

“The avowed purpose of this bill—” 


said Senator Glass, then a Member of the House— 


“is to cure this evil; to withdraw the reserve funds of the country from 
the congested money centers and to make them readily available for 
business uses in the various sections of the country to which they be- 


long.” 
SENATOR BROOKHART’S PRESCRIPTION 


Senator BrookHarT. Briefly stated, my bill proposes first to pro- 
hibit speculative loans by member banks of the Federal reserve system 
in the same language that they are prohibited from being rediscounted 
by the Federal reserve banks now on the theory that if they were out- 
lawed by the bank at the top they ought to be outlawed all the way 
through. There are two items of reserve bank business, the rediscount 


371 | 


APPENDIX I 


and the redeposit business, and this law only takes a little portion of the 
redeposit business into the Federal reserve, that is the reserves them- 
selves, and by permitting no rate of interest to be paid on those rede- 
posits it drives all of the other redeposits into New York, exactly what 
the speculators want, and I do not know, but that is probably two or 
three times as much as the reserves themselves. And the law itself is 
therefore responsible for this big accumulation, and I have prohibited 
one bank from paying another bank any rate of interest for redeposit. 
That will send this to the reserve bank where it belongs instead of to the 
New York bank. Then I have gone further and provided that they shall 
pay a 2 per cent interest rate for the use of those funds. 

The CHAIRMAN. Permit me to say to the Senator from Iowa that 
his bill was sent to the Treasury a few days ago for their comment. 

Senator BROoOKHART. The Federal Reserve Board should have that. 

Senator Epcr. Well, it would probably be referred to the Federal 
Reserve Board. 

Senator BrooKHarT. Then the other provisions of this bill that 
Senator Mayfield asked for fix the rates that they pay for these re- 
deposits of 2 per cent. I am not a believer in the theory that we can 
control speculation by raising and lowering rates in some board. I think 
it has got to be done by law; and I think the Congress is the only board 
that ought to be trusted with such power. If they took these deposits 
at 2 per cent, a 3 per cent rediscount rate would be plenty high enough; 
perhaps 21% per cent might be after we try it out. So I fix that redis- 
count rate by law at 3 per cent, and then if the rediscount rate is 3 per 
cent, the bank ought to operate at 5 per cent for loans to its members. 
We have from Iowa probably $400,000,c00 of surplus money in New 
York at this moment, and a part of it is drawing on this redeposit 134 
per cent, at least that is the last check I made, and the balance of it 
is invested in these listed bonds and things on the stock exchange at 
about 4% per cent. They are not getting as much as 5 per cent or any- 
thing like it in that New York investment on that vast sum of our sur- 
plus credit, and, while that is true, our loans to farmers are frowned 
upon as slow, and the banks are afraid to lend the savings of our, own 
people to our own people, although before the establishment of this 
Federal reserve system our farmer loans were the safest and soundest 
in all the world. 


SENATOR MAYFIELD SEES A SHORT CUT 


Senator MaAyFieLtD. Well, instead of urging all of those various 
changes in the law, why do you not simply prohibit gambling in stocks 
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and bonds on the New York Stock Exchange? In that way you could 
make a short cut to the proposition. Just stop it. 

Senator BrookHart. Well, I do not have any objection to doing 
that. But Senator Couzens, in discussing the thing, said we needed a 
market—a legitimate market for stocks and bonds. 

Senator MAyFIELD. Preserve the legitimate market, but cut out the 
gambling. 

Senator BRooKHART. I have been wondering if we could not pro- 
vide for listing these in the Federal reserve system itself and making a 
legitimate market there, and do away with gambling. That is not in 
my bill. That suggestion has occurred to me since the introduction of 
the bill. 

Senator EpcGr. Does the Senator from Texas seriously consider pass- 
ing a bill prohibiting that? 

Senator MayrieLD. There are millions of dollars of stocks and bonds 
sold every day by people who do not own them and have no idea of 
owning them. Purely gambling on the market. 

Senator BrookHart. There is no trouble at all in stopping the 
gambling. 

Senator Epcre. It may be an old-fashioned viewpoint, but I never 
figured out that you could pass a law to keep a man from throwing away 
his own money. That is the fundamental view of it. 

Senator BROOKHART. We have a law against poker gambling, and 
we can have a law against stock gambling. It is just as easy. The 
Senator from Texas is right so far as that is concerned. The trouble is 
to get the inclination of the Congress to pass it. That is where the 
trouble is. 

Senator Mayrietp. I do not object to a man throwing away his 
money, Senator, but what I object to is the Government lending about 
$3,000,000,000 to help him to do it. 

Senator Epcr. In the meantime the Government is making inter- 
est I suppose. 

Senator BRooKHART. I just checked up on some 13 corporations 
operating in Wall Street during the past year and found that these 
13 that I checked had an average loss of 11 per cent in net earnings 
last year, but they had an average increase of 27 per cent in their stock 
values on the stock exchange. So the blue sky business is going at a 
very great rate on that stock exchange. 


Senator MaAyrieLD. I want to say just before leaving that in my 
opinion this is one of the most important propositions before the Con- 
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gress to-day, and I hope this committee will conduct a very searching 
investigation into this whole situation. In 1926 we have a terrible 
situation in Texas that affected the cotton farmers, and our cotton farm- 
ers were compelled to dump their cotton on the market and sell it for 
8 and 9 and 10 cents a pound, and if the Federal Reserve Bank of the 
eleventh district had come to the aid of the member banks and let them 
have had sufficient money with which to carry this cotton for a while 
our farmers would have gotten, no doubt, a greater price for their cot- 
ton. And we do not understand how it is that this tremendous amount 
of money can be loaned to persons who are speculating purely in stocks 
and bonds and relief not be given to the agricultural situation of the 
country. Our people are tremendously interested in this question, and 
as a member of this committee I want to insist that we have full and 
complete hearings on this proposition and report to the Congress a 
measure that wi'l give relief to the agricultural conditions of the United 
States. 

Senator BrookHart. I think, Mr. Chairman, that the law as it is 
now answers the main part of the Senator’s question. The Federal 
Reserve Board is not to blame for this situation. 


WHEREIN THE FEDERAL RESERVE BOARD IS MADE TO APPEAR AS THE 
ENEMY OF THE FARMER AND THE ALLY OF THE GAMBLER 


Senator FRrAzIER. But the fact remains that instead of the Federal 
Reserve Board furnishing money to the agricultural districts that need 
it, such as the instance that the Senator from Texas stated, they are 
furnishing it to the Wall Street interests to gamble in stocks and bonds. 


Senator MAyriELpD. What are the loans in New York if they are 
not speculative? They say to the banks in the South that want to lend 
money to the farmers: ‘No; we can not let you have that money for 
any length of time because that would be speculating on the prices of 
cotton.” And yet billions of dollars are loaned in New York for the 
mere purpose of speculating in stocks and bonds. 


PROFESSOR WILLIS GIVES HIS VIEWS 


Doctor Wiis. Very well. While one might be disposed to say that 
the volume of brokers’ loans is not too high in the abstract sense of the 
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term, inasmuch as the banks hold an enormous supply of gold and re- 
sources in general, and so can carry them; and while it is probably true 
that many of the banks are well protected, since they have for a long 
time been building up exceptionally strong margins, it is a fact that the 
development is excessive in that it has been created on an abnormally 
high level of stock prices and under dangerous technical market con- 
ditions. A very great number of persons who do not know much about 
the stock market are interested; and thus a sharp change in prices is 
likely to wipe out a great many of them—— 

Senator Grass. Do what? 

Doctor WILLIs. Wipe them out. 

Senator Grass. The speculators? 

Doctor Witits. Yes. While reputable brokers and bankers do not 
loan on “thin” margins, it is true that there is a great deal of money 
loaned on rather thin margins in one way or another at the present time, 
a hazardous situation has been developed in that way through the tolera- 
tion of our banks and our reserve system, just as a similar condition was 
allowed to develop during the years 1919 and 1920, in another branch of 
speculation. 

The danger, then, is analogous in the two cases. The results that may 
be expected, other things being equal, are somewhat similar. 

The CHAIRMAN. In other words, a substantial drop in the market 
might cause great losses to the banks? 


Doctor Wituts. The effect of the rate on brokers’ loans is one that 
has been, of course, greatly controverted. One view of it is that it is 
largely psychological, and that a change of one-half of 1 per cent at re- 
serve banks does not have very great effect on the market. The fact 
remains that such changes in rates have invariably been followed by 
contraction or expansion; so that, so far as history goes, in our short 
history of the reserve system it has apparently been a very effective 
thing. 

Thus, for example, last September the rate was cut to 314 per cent, 
and there was a steady—almost steady and continuous—expansion of 
brokers’ loans from that time on until the raising of the rate to 4 per 
cent, last month. Since that increase, about a month ago, there has 
been a decline of, I suppose, $100,000,000, or perhaps more. So that, 
superficially at least, the volume of speculative loans seems to follow 
more or less closely the changes in the rate. 

Reserve banks state that a more effective influence is found in the 
open-market operations, and that they have prepared the way for changes 


oS 


APPENDIX I 


in the rate by buying and selling government securities and acceptances. 
I have no doubt that that helps and makes the change in the rate more 
effective. So that the change in the rate is an announcement that a 
cycle of operations has been completed, and that thereupon the influ- 
ence growing out of those operations makes itself directly felt. 

Now, whether you take one view or the other, it comes to about the 
same thing; the advance in the rate is a notification that credit has been 
shortened to some extent. 


BANKING AND WELFARE ECONOMICS 


Senator LA FoLtetTe. Would you enlarge a little, for the benefit 
of the committee, upon what you regard as the evils of this system of 
financing upon the part of industrial and other corporations through 
the market rather than through the banks? 

Doctor Wituts. I will be glad to give you my thought about it; with 
which you may not agree. I think, in the first place, it diminishes the 
desirable control by the banks, and their regulation of business expan- 
sion. My thought about a bank is that it is in a sense a public-service 
corporation. One of its functions is that of shifting capital into the vari- 
ous lines in which it ought to go. A wisely managed, able bank is a bank 
which gives to every man according to his necessities, and withholds 
from everyone capital when he is not likely to use it, on the whole, for 
the best interests of the community. In our capitalistic society we mea- 
sure success in business on the basis of profit and sound credit. Conse- 
quently, if a business is not doing well, or is not wisely handled, the 
banker’s duty is to shut down on its credit until changes are made, there. 
If the business house now gets its capital not from the bank but from 
thousands of investors who never look into the statements, who never 
attend a stockholders’ meeting, and never do anything except draw 
their dividends and spend them, the tendency in business is to separate 
itself from this kind of supervision, and consequently to do things that 
are not, on the whole, in the interest of the community. I do not mean 
by that that it consciously acts in an antisocial manner, but simply that 
it has been released from one of the types of control that under our capi- 
talistic system has been established for the purpose of regulation. 

The effect of that is that business tends to push ahead and expand 
largely, to adopt methods of selling its goods, etc., and to act in ways 
that it would not if it was subject to satisfactory banking control. 

Perhaps the best illustration of that is the overcapitalized condition 
of much of our manufacturing industry in the United States to-day. 
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We have a great deal of idle plant capacity, and that is due, of course, 
to the fact that businesses have been allowed to get more capital than 
they really needed. That, to my mind, is one major evil growing out 
of this condition of affairs. 


Doctor WILits. ... We had supposed that the establishment of 
the reserve system had been to supervise our banking and make its ac- 
tion more public spirited than it was under the old banking system; 
but the actual working out shows how difficult it is for anyone to fore- 
see the future. It has not done it. 

Senator FLETCHER. Doctor, that brings up another question. What 
is the use of amending the act if it is not observed? Would not the whole 
effort be futile? 

Doctor Wi.is. Of course, we can only strugg'e along with our legis- 
lative efforts as best we may. 

Senator FLETCHER. I think we are getting this country very much 
into the position of continental Europe, where they have what they call 
the ‘‘droit administratif,’”” where the laws are administered by bureaus 
and commissions without regard to the express provisions of the statutes. 


THE BURDEN OF ‘‘CORRECTION” IS THRUST UPON THE FEDERAL RESERVE 
BOARD 


Doctor Wituts. I do not see how you can correct it by legislation. 
It seems to me a thing that must be corrected by good banking. Per- 
haps I am old-fashioned in that attitude, but I think that a vigorous 
administration of the reserve board and the reserve banks can easily pre- 
vent it from happening. We have prevented the development of infla- 
tion in the agricultural districts since 1922. 

Senator Pine. Killed them. 

Doctor Witus. Killed them? 

Senator Pine. Well, the bank failures killed agriculture. 

Doctor Wituis. It was bank failures, then. 


PROFESSOR SPRAGUE EXPOUNDS A HERESY 


Senator Pine. You maintain that the withdrawal of this money 
from the country will assist in preventing bank failures in the country? 
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Mr. SPRAGUE. Yes. 

Senator Pine. I think it has been responsible for the great number 
of bank failures. The banks failed where the money came from, and 
the banks have not failed where the money went. 

Mr. Spracue. The bank failures, in my judgment, in large part, 
were because of the investments in the various localities where banks 
have failed, using a larger amount of bank credit than the economic con- 
ditions of the locality justified. It is speculation in land and speculation 
in inventories that I fear more than speculation on the stock exchange. 
Speculation on the stock exchange may be an evil, but it is an evil which 
is quickly corrected. In the event of a sharp decline in securities on the 
stock exchange various individuals who have been speculating in the 
hope of a rise, may lose money, actual money or paper profits; but the 
loss in the main is confined to those individuals. When, however, the 
volume of bank credit is extended to an excessive extent to those who 
are engaged in industry, leading to inflated inventories, you have a col- 
lapse of a large number of industrial concerns and resulting unemploy- 
ment. 

The situation is even worse if it happens in the case of agricultural 
lands. If agricultural lands reach a price which is not justified by cur- 
rent income, actual or prospective in the immediate future, the damage 
is tenfold greater than it would be from a decline on the stock exchange, 
and much greater than in industry, because the farmer’s home is at- 
tached to his occupation, and often he can not liquidate, without break- 
ing up his home, as well as his occupation. Thus you have in the case 
of inflated farm-land values a long and painful period for which you 
have no analogy whatever in the case of industry, and much less in the 
case of the stock exchange. 

Senator BRooKHART. On that proposition I want to call your atten- 
tion to some figures from the Department of Agriculture showing that 
land values in Iowa were about as high as anywhere—not quite, however, 
as several States were higher than Iowa—and reached an index figure 
in the peak of 1920 of 213. That is a little more than double the price 
compared with pre-war prices. 

Mr. SPRAGUE. Yes. 

Senator BRooKHART. But at the same time the general index figure 
of all products was 241. 

Mr. SPRAGUE. Yes. 

Senator BrooxHart. So that land inflation never did reach the 
stage of inflation of other things. Then I find on page 3 of this bulletin 
that the farm values continued to fall, while city realty continued to 
hold its own and rise. The point I wish to call attention to is that land 
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values in industrial centers continued to rise, while they continued to 
fall in agriculture. 


INFLATION MORE SERIOUS IN AGRICULTURE THAN IN INDUSTRY 


Mr. SpraGuE. True; but my point is that inflation is a more serious 
evil in the case of agriculture than it is in the case of industry. 

Senator BrookHarT. Yes; but if we had a fair deal and this were 
controlled by the United States instead of being controlled by the brokers 
and gamblers, would not agriculture and other business go up and down 
together ? 

Mr. SpracurE. No; for the reason, as it seems to me, that there is 
not an elastic demand for farm products, while there is a more or less 
elastic demand for many of the products of industry. You can not in- 
duce the population of the United States to eat very much more by a 
reduction in prices, whether that is brought about by an excess in sup- 
ply or whether it is brought about by increased efficiency in production. 
If you can reduce the prices of a great variety of manufactured articles, 
for whatever cause, you can stimulate the demand for those articles; 
but you can not maintain the prices of these food products, as to which 
there is an inelastic demand. An urban population on the whole eats 
less, and our machine methods of production mean that we do not exert 
ourselves physically to the extent that the population did 30 years ago. 

All these influences are tending toward a contraction of the per capita 
consumption of food, and in my judgment it means that the acreage 
under cultivation in the United States is unlikely to increase appreciably 
in the next decade; and that means that we have a situation quite differ- 
ent from that which prevailed for decades prior to 1920. In 1900 a farmer 
could buy land at a price that was not justified by the then yield, and 
he might hold it on the expectation, which would generally be realized 
in four or five years, that the land would appreciate in value enough to 
make the transaction worth while; but if land prices are declining that 
does not work out. 

Now, we have had no difficulty of that kind in New England, my 
own part of the country, where no one has thought for years that land 
values were going to increase. People do not buy land in New England 
on the basis of an expected appreciation. They rather buy it on the sup- 
position that it may be less valuable in a few years rather then more 
valuable. So that the current income from the land will in general sup- 
port the price paid for the land. Now, I hold very definitely that it would 
have been immensely better for all the people west of the Mississippi 
River if the supply of funds available for farm mortgages and for other 
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purposes had been decidedly less between 1916 and 1920 than in fact 
it was. te 

Senator Pine. Did not the best authorities in the world approve 
the prices at which Iowa land sold in 1920; the insurance companies and 
the Federal reserve banks and others? 

Mr. Spracur. I would not wonder if that were the case, but it sim- 
ply proves again that not only may people be mistaken, but that more 
credit may flow into the economic situation than is desirable for a com- 
munity. 

Senator Pine. Did they not consider the earning power of the land 
at the time they approved these loans? 

Mr. SpraGuE. Everybody was in more or less of a feverish state at 
that time, but the point which I am making is that it is particularly 
important that credit be employed conservatively in agricultural sec- 
tions of the country, because of the difficulty in making an adjustment 
if errors are made and inflation develops. 


FLOW TO WALL STREET MADE UP LARGELY OF SAVINGS 


Senator Grass. Is not the capital market created by this artificial 
and unnatural flow of all of the surplus funds from the interior to the 
points on the capital market? 

Mr. SprAGUE. Not mainly by bank credit. I would say no. The net 
amount of securities issued and marketed last year was $7,500,000,000, 
a sum very much larger for that one year than all the bank credit that 
is now employed in connection with securities on the New York market. 
If it were simply bank credit that was doing that, and not savings, the 
investment channel would very soon be clogged and the interest rate 
would go up. The evidence that it is really savings is shown in part by 
the decline in the rate of interest, and in part the fair degree of steadi- 
ness in prices. We could not have had, in my judgment, a series of years 
of generally active business, accompanied by a decline in the rate of 
interest, had it not been that actual savings were taking care of the bulk 
of the capital requirements of the community. 


BROKERS’ LOANS SAFE AND DO NOT REQUIRE OTHER PARTS OF THE COUNTRY 
OF NEEDED CAPITAL 


Now, so far as safety goes, I do not think that any serious objection 
can be raised against the brokers or dealers’ loans. The records in regard 
to losses of banks, though not perfect, clearly indicate that the losses 
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of banks arising out of this class of loans have been very small. There- 
fore, I rule out, in discussing the desirability of placing checks upon 
brokers’ loans, both the feature of drawing money which is needed in 
other parts of the country and the matter of risk. J do not believe that 
any part of the country is suffering from a dearth of needed bank credit be- 
cause of brokers’ loans, and I do not believe that the interests of depositors 
are jeopardized in the slightest degree by the granting of that sort of loan.! 


REFRESHING OPEN-MINDEDNESS 


Senator BRooKHART. You think it is perfectly safe, do you, to col- 
lect this vast sum of money and turn it over to stock speculators? 

Mr. Spracue. I understand that is the outcome of an absence of 
demand throughout the country, of what the bankers consider a satis- 
factory demand throughout the country for loans which would absorb 
the full amount of the funds. 

Senator BROOKHART. Does not the fact that this great supply of 
credit goes into such speculation account for these continuing rising 
stock prices while the earnings are declining ? 

Mr. Spracue. It may. 

Senator Brooxuwart. And is not that an unsound condition that 
may bring a crash to the whole country? 

Mr. Spracue. No. That is my main point. I want to raise the ques- 
tion, what damage would result by the use of the funds in that way? 

Senator Grass. Before you leave the point of securities and bank 
failures, I may say for myself that I do not think any loan is ordinarily 
safer than brokers’ loans. I think there are fewer bank failures due to 
that than anything else. Is it not a fact that the great percentage of 
bank failures arise from inadequate capitalization, and the overpay- 
ment of interest on deposits? 

Mr. SPRAGUE. It arises in the main, I should say, from the exces- 
sive number of banks in a locality. 


CALL LOANS AND THE STIGMA OF ILLEGITIMACY 


Mr. SpracuE. Now, I turn to the consequence of the use of funds 
in brokers’ loans and on the assumption that the amount is excessive. 
I suppose we shall all agree that a considerable volume of bank credit 
is properly employed, first, in financing the marketing of new issues of 
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securities, and, in the second place, in making a market for outstanding 
issues. Now, a market for outstanding issues is impossible in the ab- 
sence of a certain amount of speculation. 

Senator BRooKHART. I can not understand that proposition. We 
have outlawed speculative loans entirely in the Federal reserve law for 
rediscount purposes. 

Mr. SPRAGUE. For those purposes. 

Senator BROooKHART. And it seems to me that if they should be out- 
lawed for rediscount purposes they ought to be outlawed for original 
loans from the banks. 

Mr. SpraGuE. From that point of view we have outlawed mortgage 
loans of all kinds in the Federal reserve system. 

Senator BROOKHART. We did not outlaw mortgage loans. They were 
not suitable to the business, because they were not flexible enough; but 
the reason for outlawing speculative loans was because that was an il- 
legitimate business. There was no other reason. 

Senator Giass. We did not outlaw mortgage loans in the Federal 
reserve act. They permitted a certain percentage of mortage loans for 
a period of five years. 

Mr. Spracur. As an investment by national banks, but not for re- 
discount at the reserve banks. The reasons, I should say, for not in- 
cluding collateral loans in the Federal reserve act are these: That under 
our rigid reserve system, before the Federal reserve act was established, 
call loans were pretty much the only resource that banks had for adjust- 
ing their reserve position. We had placed a premium upon that par- 
ticular class of loans in this country under our legislation of previous 
years. Commercial loans took a back seat, if you please, as an indirect 
consequence of our rigid reserve system. It seemed desirable to em- 
phasize the importance of commercial loans. It was also desirable to 
make certain that a kind of rediscountable materials should be avail- 
able all over the country, and in the ordinary course of business of any 
bank that it will have loans commercial in character. 


COMMERCIAL LOANS NOT ALWAYS THE BEST KIND OF LOANS 


In the third place, there was the possibility of a greater expansion of 
brokers’ loans than of any other kind of loans. On the other hand, the 
Federal reserve act showed a decided misapprehension about the nature 
of credits. It presupposed that a demand based upon a commercial loan, 
a rising demand, is a satisfactory demand. Now, commercial loans may 
be most unsatisfactory from every point of view. They become unsatis- 
factory when speculation is wide-spread in inventories throughout the 
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country. If, for example, wool advanced from 60 cents to $1.20 a pound, 
it would require in handling a larger volume of commercial loans, and 
yet that may be an inflated price. It may be highly undesirable that 
the banks should lend as freely on wool at $1.20 as at 60 cents, and these 
commercial loans under such circumstances may become frozen and it 
may lead to the failure of a large number of concerns. There is no single 
class of loans which can be defined in such a way that in all situations 
it would be entirely safe. 


STOCK OPERATIONS NOT OUTLAWED BECAUSE SECURITY LOANS ARE 
INELIGIBLE FOR REDISCOUNT 


Mr. SpracuE. I will finally say that I do not believe that the ex- 
clusion of any particular class of business from eligibility in reserve banks 
means that kind of business is outlawed. It simply means that from the 
point of view of a sound banking policy it may be undesirable to admit 
that particular kind of business as a basis for accommodation at the 
Federal reserve bank. 

Senator BROOKHART. You say there were few losses from these specu- 
lative loans? As a matter of safety they may be just as desirable in the 
rediscount field as in the original field, if there is no reason for exclud- 
ing them, because they would not be safe. The only reason is because 
they are an illegitimate business. 

Mr. SpraGuE. No. The reason is that it may lessen somewhat the 
danger of an excessive use of reserve bank credit. 


THE ‘‘UNPRODUCTIVE OPERATION OF STOCK AND COMMODITY GAMBLING” 


Senator Grass. As I recall the situation, the thought which the 
proponents of the Federal reserve system had was that we should have 
a system that would meet the requirements of legitimate industry and 
commerce, and not a system that would lend itself to what many of us 
regard as an unproductive operation of stock and commodity gambling. 


Mr. SPRAGUE. True; but I am just pointing out that part of the so- 
called brokers’ and dealers’ loans consists of accommodations granted 
to those who are engaged in the business of marketing securities. In the 
second place, I should hold that bank credit is legitimately employed 
in connection with dealing in the securities market, in connection with 
stock exchange dealings, in so far as such transactions are necessary or 
desirable in order to create a market for outstanding issues for securi- 
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ties. The point at which it may be said that undesirable speculation is 
reached is that at which the volume of credit is such that it permits and 
accentuates dealings on the exchange which give rise to prices of large 
numbers of securities which are not reasonably justified by the earning 
power of the company. 

Senator Grass. Is not that the exact situation? 

Mr. Spracue. Yes; but I narrow it down to this point: In the ab- 
sence of the stock market, if I own General Electric stock, it would be 
rather more difficult for me to dispose of it, and if that is a condition 
which appeals to me and other investors, then I should suppose you will 
agree that a stock exchange with some volume of dealing is desirable. 
It is the excess that is perhaps a matter of concern. 


GAINS AND LOSSES IN THE STOCK MARKET ORDINARILY NOT AFFECTED 
WITH THE PUBLIC INTEREST 


So I come to the inquiry of what the consequences are of a supply 
of credit so large for stock-exchange dealings that it encourages and 
makes possible and results in, if you please, inflated prices for many 
securities, and by that I mean prices which subsequently sharply de- 
cline. It is obvious that declines of that kind I have indicated subject 
certain individuals to losses, those who have been speculating for a rise, 
and especially on a margin basis. The amount of loss which those per- 
sons experience is exceedingly difficult to determine, because presumably 
they may have been making money while the market was moving up, 
and the subsequent sharp reaction may simply mean a scaling down 
of paper profits and not very much loss of actual money. 

At all events, it does not appear to me to be a matter of vital concern 
to the community the losses that some individual may experience from 
unwise operations in securities which reach inflated levels. These opera- 
tions are only of serious consequence from the point of view of the com- 
munity in the event that inflated prices followed by a sharp reaction 
on the stock exchange tend to bring about a general reaction in trade 
and industry. If that be the case, then I think it is obviously of vital 
importance that somehow or other an effort be made to control these 
operations. 


DECLINE IN THE STOCK MARKET NOT AN INDEPENDENT CAUSE OF BUSINESS 
REACTION 


I do not think, however, that the evidence indicates that a decline 
on the stock exchange is an independent cause of business or industrial 
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reaction. It is undoubtedly true that almost invariably when there is 
a period of trade reaction it is accompanied and perhaps preceded by a 
decline on the stock exchange; but there are plenty of other instances 
in which declines on the stock exchange have not been accompanied or 
preceded by a decline in general business. If the undue advance in prices 
of securities is purely a credit matter, and business in general is in a sound 
condition, the reaction in the market would not plunge the country into 
a period of business depression. I therefore reach the conclusion that the 
brokers’ loan evil at the most is an evil of minor consequence, not one of such 
serious import that we need to sacrifice any other desirable interest in the 
community in order to hold that matter in leash. 


IN WHICH SENATOR BROOKHART DISCOVERS A CONNECTION BETWEEN 
BROKERS’ LOANS AND AGRICULTURAL DEPRESSION 


Senator BRooKHART. How about this proposition? The present situa- 
tion shows there has been a constant rise in stock values on the stock 
exchange since 1920. 

Mr. SPRAGUE. Yes. 

Senator BRookHarT. And the country has been in a constant agri- 
cultural depression all the time. 

Mr. SPRAGUE. Very true. 

Senator BROOKHART. What effect or relation has the one to the 
other? What is the cause of that condition, if it is not to some extent 
that the credit has been taken away from the country, and what they 
buy is costing them too much, and turned over to these speculators at 
a low rate of interest ? 

Mr. Spracue. I do not think there is the slightest probability that 
if the volume of brokers’ loans at the present time were $500,000,000 
less than in fact it is, that the agricultural situation would be appre- 
ciably other than it is. 

Senator BROOKHART. Suppose they were three billion less? 

Mr. Spracue. Then I think perhaps the agricultural situation would 
be worse than it is. 

Senator BROOKHART. We could probably get our money then at 5 
per cent instead of having to pay 8 per cent. 

Mr. Spracue. No. The capital market would have been seriously 
affected. You would in all probability have made all sorts of securities 
unsalable. You would have introduced, in other words, a disturbing 
factor into the financial situation of the country, which would have its 
reaction, I should expect, upon all classes in the community. 
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Senator BRooKHART. You just pointed out that a reduction in those 
stock values would not bring that general depression» 

Mr. SPRAGUE. Yes; but a three-billion-dollar contraction would have 
an effect upon those desirable uses of brokers’ funds that I have men- 
tioned: First, the ordinary marketing of new issues of securities; and 
in the second place, the saleability of the many issues of stocks and bonds 
now outstanding. 

Senator BROOKHART. But would not the proper use of this $3,000,- 
000,000 give a legitimate market for these things, instead of a gambling 
market, such as we have now? 

Mr. SpracuE. I do not think so. 


BANKS THAT LEND TO BROKERS DO NOT USUALLY BORROW AT FEDERAL 
RESERVE BANKS 


Mr. SPRAGUE. .. .. But let us suppose that the reserve banks did 
not absolutely refuse rediscount if a bank had any brokers’ loans, but 
that they would raise difficulties and very frequently reduce the amount 
or decline. I doubt very much whether that would have any appreciable 
effect upon the volume of brokers’ loans. It would probably mean that 
the rate, the call-loan rate, would be less stable than it has been in recent 
years. It might be that you would have the rate going up sometimes 
to 6 per cent or more, because a number of banks which would under 
existing arrangements have rediscounted for a few days might find it 
necessary to liquidate their call loans. 

But I do not believe that it would have any appreciable effect upon 
the aggregate amount of these loans. The only case in which the policy 
of the Federal reserve bank in that matter might be expected to have 
some influence would be in the very limited number of instances of banks 
that have borrowed for considerable periods at the reserve bank, and 
have at the same time been employing money on the street. Cases of 
that sort are regarded, I believe, with disfavor by the management of 
the reserve bank, and are infrequent. In general, it can be said that the 
banks that are making these brokers’ loans are not borrowers for ap- 
preciable periods of time at the Federal reserve banks, and if they find 
themselves for some unexpected reason under the necessity of borrow- 


ing considerable sums they pretty speedily reduce their call loans and 
other commitments. 
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EXPANSION OF BROKERS’ LOANS OF SECONDARY SIGNIFICANCE 


Senator Brooxuart. Is not the broker or gambler more willing to 
pay a high rate of interest than one engaged in a legitimate business ? 

Mr. Spracur. Nevertheless, the desire of banks to accommodate 
their own customers is very strong. It is possible for the reserve banks 
from time to time to test the situation by a moderate stiffening of rates 
and moderate sale of Government securities. Let us consider, for ex- 
ample, the last eight months. Last summer, as I understand the matter, 
a policy of somewhat easier rates was adopted by the Federal reserve 
banks, partly to influence the gold flow, in the belief that a further im- 
portation of gold to this country was not desired for us, and might have 
a serious disturbing effect on countries recently reverting to the gold 
standard or contemplating returning thereto; and also influenced by 
the consideration that fairly easy money here and the avoidance of mone- 
tary difficulties on the other side would be favorable to the market of 
exported staples, such as cotton. These results seem to have followed 
that policy. It has been an incidental result of that policy that an en- 
larged volume of credit has to some extent drifted into brokers’ loans. 

Now, if the expansion of brokers’ loans is a matter of major conse- 
quence, threatening the foundation of prosperity in this country, then 
it was an unwise policy to have permitted fairly easy money last autumn. 
On the other hand, if the expansion of brokers’ loans is a matter of secon- 
dary significance, perhaps undesirable, but still of secondary importance, 
it was not too high a price to pay for the strengthening of the gold-stand- 
ard position on the other side and for such stimulation as that may have 
given to the export trade in a variety of our staple products. 


Senator BRooKHART. Ido not believe the United States Government 
has to furnish a banking system to a bunch of gamblers that are buying 
on stock margins. 


THE VIEWS OF THE GOVERNOR OF THE FEDERAL RESERVE BOARD 


Mr. Younc. ... My own idea of investigating was to answer sev- 
eral questions. The first question was, are brokers’ loans safely and con- 
servatively made? From all the information I can gather, I do not think 
there can be any question about the safety of those loans at this time 
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The second inquiry that I made of myself was this: Is this volume of 
credit that is going to the stock market denying commerce and industry 
credit? I can find no evidence of credit being denied to commerce or 
productive industry. 

The third inquiry I made of myself was this: Are brokers’ loans a 
part of the necessary credit structure of the country, or are they based 
upon unwarranted speculation? I find that you can answer that both 
ways. Part of the brokers’ loan account is a legitimate credit function 
in America at the present time. Some of it no doubt is based upon mar- 
ginal accounts, which borders very closely upon speculation, if it is not 
actual speculation. It is sometimes extremely difficult to say where 
speculation starts. 


NO EVIDENCE OF BANKS BORROWING TO LEND ON THE STOCK MARKET 


Assuming that some of this credit has been used for speculative pur- 
poses, the next inquiry I made of myself was: Is any of the reserve credit 
of the Federal reserve system being used for that purpose. Naturally, 
we look to the rediscount functions first. We went to the comptroller’s 
office and made inquiries there, and we find that they have no evidence at all 
of banks borrowing from the Federal reserve system and simultaneously lend- 
ing on call on the New York stock market, except for very short periods. 
That I will cover a little bit later. So I think that the board is safe in 
saying at this time that, in so far as the rediscount facilities of the Fed- 
eral reserve system are concerned, that they are not being used to further 
the brokers’ loan account. I do not mean by that that a bank never 
borrows from the Federal reserve system when it is a lender on call. It 
frequently does, but it is of very short duration, a day or two or three 
or four days; possibly, in some extreme cases, 30 or 60 days. 


COMMERCE AND INDUSTRY NOT DENIED CREDIT 


Mr. Younc. I have consumed a good deal of time, and I want to con- 
clude my remarks in reply to the specific resolution 113, by saying that 
from all I can observe there has been a tremendous expansion of bank 
credit in this country, some in brokers’ loans and some in other loans at 
the same time, and I can not discover anywhere where commerce and 
industry has been denied credit for the benefit of making these brokers’ 
loans. Investment credit has developed in this country at a tremendous 
pace, and that, no doubt, has resulted in a credit basis that has con- 
tributed to the growth in brokers’ loans. I am convinced that the re- 
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discount facilities of the system have not been abused to support this 
expansion. I think it has come about largely by the gold that has come 
into the country. If there is any action that can be taken to arrest this 
expansion of credit—the system has already done something by taking 
$300,000,000 out of the market and raising the rediscount rate. 

Now, I am not prepared to say whether the brokers’ loans are too 
high or too low. I do not think anybody else can say so. I am satisfied 
they are safely and conservatively made. 


“GAMBLING”’ 


Senator Grass. I have in mind just a single security right now among 
many others that occupy a similar position. It was quoted in last Janu- 
ary at 10814. There has been no change in the management of the cor- 
poration, there has been no approximate increase or diminution in the 
supply and sale of the product. The same security is selling on the mar- 
ket, or was yesterday, at 69. 

Mr. Pratt. It was selling at 108? 

Senator Grass. It was selling at 108 in January. It was selling on 
the market yesterday at 69. Now, what is that but gambling? 

Mr. Piatt. I should think that came pretty close to gambling. 

Senator BRookHART. Let me suggest a proposition to you. I re- 
cently checked the following companies: Allis Chalmers Manufacturing 
Co., American Smelting & Refining Co., the Bethlehem Steel Co., Grain 
Products Refining Co., E. I. du Pont de Nemours, Fleischmann & Co., 
General Motors Corporation, General Electric Co., National Biscuit Co., 
North American Co., United States Steel Corporation, United States 
Smelting & Refining & Manufacturing Co., Youngstown Sheet & Tube 
Co., and from Poor’s Manual I ascertained that the earnings in 1927 
declined an average of 11 per cent. That is the net earnings of all those 
companies. 

Mr. Pratt. That is a pretty good list of companies. 

Senator Brookuart. A pretty good list. But the stock values in- 
creased an average of 27 per cent. 

Mr. Pratt. Well, that looks unwarranted, and yet I do not know 
those companies well enough to know, but I think the dividends they 
are paying are pretty well buttressed in most of them, even at the re- 
duced earnings. And, of course, the public that buys them thinks that 
the earnings are coming back again, which they probably will for some 


of them. 
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Senator BRooKHART. But it is a gamble on whether they will or 
not all the time. 

Mr. Pratr. Yes. Well, a good many other business are more or less 
of a gamble. 


MR. CUNNINGHAM STATES HIS VIEWS 


Mr. CuNNINGHAM. In view of the present status of the so-called 
brokers’ loans account, it is ended proper and timely that the subject 
matter of the La Follette resolution have full consideration. 

There can be no doubt but what Congress, at the time it had under 
consideration the bill creating the Federal reserve act, intended to so 
draft the measure as to prevent, so far as possible, Federal reserve credit 
being used in support of stock-exchange loans. However, it is evident 
that the method by which the member banks in the Federal reserve sys- 
tem obtain advances or are privileged to rediscount eligible paper in 
order to reestablish their deficient reserve accounts, follows a procedure 
which is in a measure responsible for at least a portion of the credit ob- 
tained by such member banks from the Federal reserve banks of their 
district being used for investment in so-called brokers’ loans. 

The total amount of brokers’ loans at this time is approximately 6% 
per cent of the total credit availability of the country. 

In 1914 the total credit availability in this country was approximately 
$20,000,000,000, and the so-called stock exchange loan account at that 
time has been estimated at approximately $1,000,000,000. While at 
this time the total credit availability of the country is approximately 
$54,000,000,000, and the so-called brokers’ loans account totals $3,750,- 
000,000. 

While I personally do not think that the use of credit for investment 
in brokers’ loans, which are secured by stocks and bonds of an invest- 
ment nature, has been, or is at this time, so great in amount as to in 
any way restrict the availability of credit for the needs of agriculture, 
industry, or commerce, I do feel, however, that the rapid increase of 
the past three years in the use of credit for speculative purposes is a 
tendency in the wrong direction. Credit used for such purposes is a part 
of the credit availability of the country, and, in the event that the credit 
supply should become curtailed or limited the amount invested in stock 
loans will naturally have the effect of limiting credit availability, and 
might possibly, if some measure of control is not provided, reach such 
proportions as to seriously embarrass the credit requirements of business 
and commerce. 

I do not feel that the Federal Reserve Board should undertake to dic- 
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tate as to what use the member banks shall make of their own resources; 
and I take the liberty of suggesting that if this investigation should de- 
termine that too great an amount of Federal reserve credit is finding 
its way into investments which are specifically excluded from eligibility 
for rediscount or purchase by Federal reserve banks, that any recom- 
mendations or amendments seeking to remedy such a condition be most 
carefully considered; in order to avoid the possibility of complications 
arising which might be so detrimental in their effect as to more than 
offset any benefits derived from the change. 
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HEARINGS ON STABILIZATION 


HOUSE COMMITTEE ON BANKING AND CURRENCY, 70TH CONGRESS, IST 

SESSION, H. R. 11806, STARTING MARCH IQTH, ENDING MAY 29TH 1928. 

DOCTOR ADOLPH C. MILLER OF THE FEDERAL RESERVE BOARD ON THE 
STAND. 


Member Bank Borrowing to Lend on the Stock Market — Favors Tight 
Control — Character of Bank Obligations More Important Than Reserve 
Ratios — Federal Reserve Board Responsible for Open Market Operations 
— Professor Sprague Points Out Failure of Open Market Policy and Reason 
—He Proposes Two Remedies— The Iron Hand and a “Crazy Stock 
Market”’ — Discrimination Is Justified — No Reason for Advance in Dis- 
count Rates — The Stock Exchange and Florida Real Estate — ‘‘The Fa- 
miliar Earmarks of Inflation and the Symptoms of a Speculative Craze”? — 
Stock Market Relies on Infirmity of Board — A Congressman Would Supply 
the Board with Courage by Legislation — Conflicting Interests Within the 
System — Professor Sprague Holds Errors of Omission More Serious Than 
Errors of Commission — More “Courage” — A Jewel of Wisdom — Pro- 
hibition — The Irresistible Logic of Mr. Beedy — The Chairman Asks a 
Pertinent Question — Senate Resolutions and Federal Reserve Hysteria — 
Congressional Interference ——- A Member of the Board Charges It With 
Having Provoked Speculation — Doctor Miller Does Not Agree with Doctor 
Sprague — Invading the Field of Bank Management — A Realist in Aca- 
demic Robes — Admitting the Influence of Agitation as a Factor in Federal 
Reserve Policy — Federal Reserve Policy a Contributing Cause of Stock 
Speculation — Purchase of Securities by Federal Reserve Banks Should Be 
Subject to Affirmative Vote of Five Members of Board — A Natural Dis- 
count Rate — The English System — Managing the Nation’s Banking Busi- 
ness from Washington — Federal Reserve Policy Responsible for High 
Money Rates — It Is Proposed That Reserves Be Kept Against Assets and 
Liabilities — Intelligent Dissent. 
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HEARINGS ON STABILIZATION 


HOUSE COMMITTEE ON BANKING AND CURRENCY, 70TH CONGRESS, IST 

SESSION, H. R. 11806, STARTING MARCH IQTH, ENDING MAY 20TH 1928. 

DOCTOR ADOLPH C. MILLER OF THE FEDERAL RESERVE BOARD ON THE 
STAND. 


MEMBER BANKS BORROWING TO SEND ON STOCK MARKET 


Mr. Mitter. It may be that there is such a considerable spread be- 
tween the call rate in New York and the Federal reserve discount rate, 
say, at an interior reserve bank, as to put a temptation before the in- 
terior member bank, if it has any money loaned on call in New York, 
to leave it there and meet the demands of its local customers by redis- 
counting with its reserve bank. Such has undoubtedly been the case 
at times. 

There is some evidence, though it is not of a very conclusive character, 
that this may be going on at the present time, not, perhaps, to a very 
large extent, but going on nevertheless, just as there was evidence of a 
similar situation in the autumn of 1925. 

There is no method, of course, by which we can tell how much of that 
increased borrowing occurred because of growth of commercial loans 
and how much because of growth in security loans. Some of it was due 
to exportation of gold. These demands for credit by member banks 
from their reserve banks do not come marked “wanted for this purpose 
or that purpose.” 

But when, as in recent weeks, with the call rate averaging 5 per cent 
or above, there is a flow of money from the interior to New York, and 
when at the same time there is evidence of increased industrial activity 
in some of the very districts from which money is coming into the call- 
loan market, and also of increased borrowing from their reserve banks, 
we think it shows that some banks, at least, have money in the call mar- 
ket which they ought to be using for the purpose of meeting their com- 
mercial needs at home, and which they do not withdraw probably be- 
cause of the attractive return the high call rate enables them to get on 
it in New York. They prefer to leave their call loans alone and meet 
their seasonal commercial demands by borrowing from the reserve banks. 
The effect is to tie in reserve bank funds indirectly, at least, as a sus- 
taining factor in the volume of money in the call market... . 
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FAVORS TIGHT CONTROL 


[I am of the opinion that for the purposes of good administration in 
the Federal reserve system a tight control over the diverting of its credit 
into any kind of speculative loans is necessary.| 

Mr. Beepy. Asa matter of practical banking, you would know where 
that money went to, wouldn’t you? 

Mr. MittEr. It is not always easy to know it. But it can be sensed 
sufficiently soon to give an indication of what direction Federal reserve 
credit policy should take. If that direction is sensed soon enough and 
proper measures are taken, the development, practically speaking, can 
be controlled. As a matter of fact, we have had two episodes in the recent 
history of the Federal reserve system that do not reflect great credit 
on the system. In each case the difficulty has been occasioned, as I view 
it, by what might be called a paternalistic open-market policy. These 
periods of security-loan inflation have frequently been fed and acceler- 
ated because of the desire of the Federal reserve, for one reason or an- 
other to be helpful through open market operations to the general money 
situation. 

Mr. Stronc. Helpful to whom? 

Mr. Mitter. To the general credit situation, for the benefit of agri- 
culture and commerce, or whatnot. 

Mr. Stronc. In this country? 

Mr. Miter. Primarily in this country. In autumn of last year 
this country by way, so to speak, of Europe was, perhaps unconsciously, 
in the mind of the Federal reserve system. But it was this country, 
nevertheless, and its interests that were in the minds of those who were 
responsible for the policy of cheap and easy money then adopted. 

Mr. BreEpy. What were those two episodes to which you referred 
that you said did not reflect great credit on the Federal reserve system ? 

Mr. Mitier. I had in mind mainly what has happened in the last 
eight or nine months and an earlier occasion, when there was a spread 
of some 2 per cent between the call-loan rate and the Federal reserve 
discount rate. 


CHARACTER OF BANK OBLIGATIONS MORE IMPORTANT THAN RESERVE 
RATIOS 


Mr. Mitter. [The important consideration in good banking is not 
the relative reserves held against deposits and notes. It is not the amount 
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of gold available against the deposit liabilities of the member banks on 
a show down, which probably never will arise, that is so important, but 
the amount and character of these liabilities. 

If member-bank deposit liabilities are soundly invested, if they have 
arisen out of business transactions in the course “of accommodating 
commerce and business,” if they have contributed to maintain the pro- 
ductive apparatus of the country in a state of healthy and not hyperac- 
tivity, in short, if they are genuinely of a self-liquidating character, we 
don’t need to be concerned particularly with the ratio of gold held to 
them. I am not greatly worried about that ratio if it declines because 
of loss of gold. I think we need to be more solicitous about the character 
of the liabilities that the member banks are creating against themselves, 
even if at times when the ratio probably would be regarded as fairly 
sizable. You may have a high reserve percentage when the banking 
situation is not altogether good, and you may have a low one when it 
is good. It depends on the character of the transactions which have 
caused the change.] 


FEDERAL RESERVE BOARD RESPONSIBLE FOR OPEN MARKET OPERATIONS 


The CHAIRMAN. Let me ask you, Doctor Miller: These conclusions 
and recommendations of this open-market committee are referred to the 
Federal Reserve Board, are they not? 

Mr. MILter. Yes. 

The CuarirMAN. And approved or disapproved by the board? 

Mr. MItter. Yes. 

The CHAIRMAN. Before they are put into operation? 

Mr. Miter. Yes; or modified. 


PROFESSOR SPRAGUE POINTS TO FAILURE OF OPEN MARKET POLICY AND 
REASON 


Mr. Winco. Then you say that Doctor Miller’s theory is correct 
—that the open-market operations as a controlling element failed? 

Doctor SpracuE. No. The failure in this instance was not due to 
defects in the device, but to a failure to use the device of open-market 
operation adequately. At the beginning of March, the Federal reserve 
banks had sold three hundred million of governments, and on evidence 
that the pressure exerted was not adequate, rapid sales of one or two 
hundred millions more of governments would have served the purpose, 
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in my judgment, but not having served that purpose what is happening? 
We are having rates advanced throughout the country solely on account 
of undue activity on the stock exchange. The rates have been advanced 
in St. Louis and Minneapolis and Chicago for no reason arising out of 
the local situation in those districts, but solely because of an undue ab- 
sorption of funds on the stock exchange. 

Mr. Winco. May I point out, as I did yesterday, that, taking it as 
of the first of the year, when you reversed the policy, it started the tight- 
ening process for the purpose of checking these stock loans, and the net 
result has been that while you decreased the volume in the New York 
banks you increased the volume of the out-of-town banks, and there 
was really a net increase of brokers’ loans which is now greater than it 
was at the beginning of the year. 


PROFESSOR SPRAGUE PROPOSES TWO REMEDIES 


Doctor SPRAGUE. Quite so. Now the question is the remedy, and I 
think the remedy is a perfectly possible one. There are two remedies, 
the one remedy being desirable and the other, in my judgment, unde- 
sirable. 

It will be possible to check the upward movement on brokers’ loans 
and the advance in security prices by a progressive advance in redis- 
count rates by all of the Federal reserve banks to a high level. It may 
be that a general advance to 4% per cent will turn the trick; possibly 
5 per cent; maybe 6 per cent; but I think it is most unfortunate that the 
rediscount rate of the reserve banks should be merely determined by 
what is going on in the securities market. That seems to me to be too 
much like the tail wagging the dog. 


THE IRON HAND AND A “CRAZY STOCK MARKET”’ 


Now, I wish to come to the other method which can be used in order 
to meet this particular situation. The Federal reserve act states that 
the purpose of the measure is to accommodate commerce, industry, and 
agriculture. It is not to accommodate commerce, industry, and agri- 
culture to move up discount rates at the reserve banks merely because 
of a crazy stock market, and therefore I contend that it is entirely in 
accord with the spirit and purpose of the Federal reserve act that the 
Federal reserve banks should indicate their unwillingness to rediscount 
at any rate and for any appreciable period of time in the present junc- 
ture for banks that have a large line of call loans on their books. It is 
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perfectly feasible to bring about a reduction of call loans by informing 
the roo largest banks of the country that the reserve banks will be in- 
disposed to lend as much as they may ask when they have a large volume 
of call loans which they can liquidate. It is perfectly possible to reduce 
the volume of call loans without any further advance in discount rates 
by the Federal reserve banks. 

Mr. Stronc. Would not that be in violation of the present law just 
as they usually use the powers of this system to accommodate business ? 

Doctor SpraGUE. It does not accommodate business to have your 
hand forced and be obliged to put up the rate at the Kansas City bank 
to 5 or 6 per cent simply because of prices on the stock market. 

Mr. Stronc. But as long as they come with eligible paper——- 

Doctor SPRAGUE (interposing). Oh, no. 

Mr. Stronc. Is not the language of the law “to accommodate busi- 
ness”? If the increased activity of business requires more money, and 
we have the eligible paper, and the wording of the law is that you should 
accommodate business 

Doctor SPRAGUE (interposing). A bank is a bank. It has a right 
to refuse to lend when the indirect result of that operation is to add to 
rather than to diminish the burdens of business. 

Mr. Winco. As I understand your suggestion, it is that the Federal 
reserve officials, who have the power, should say to their member banks 
that they shall not have loans for the purpose of doing indirectly what 
is now forbidden to be done directly; that is, stock-market loans are 
not permitted to be rediscounted under the Federal reserve act, and 
they are getting around that by bringing in eligible paper for the purpose 
of procuring funds for stock-market operations. 

Doctor SpracuE. I would not put it on that ground. Take a situa- 
tion like this: Suppose that brokers’ loans were far below what they 
are now, and that the rate was below other lending rates, as was the 
case some months ago, and a bank comes into the Federal reserve bank 
to borrow, and it has some call loans. I see no objection to granting 
accommodations to that bank in that situation. It is because stock- 
exchange expansion has gone to an undesirable extent, and even more 
because it is tending to raise rates on other classes of loans, that I con- 
tend that I would exert a little discrimination. . 


DISCRIMINATION IS JUSTIFIED 


There are two situations now in which the Federal reserve banks dis- 
criminate, or may discriminate. One is in the event a bank is in an un- 
certain condition and yet has some good paper and offers it for redis- 
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count so that practically, if it then fails, it will have enough that is good. 
The reserve banks have in some instances discriminated in such a situa- 
tion. 

Again, where a bank is a continuous borrower for a period of years, 
they have insisted in many instances that the bank either reduce or 
entirely liquidate its borrowings at reserve banks. 

The present situation is not of that type. The banks that are heavy 
lenders on the exchange are in general in and out of the reserve banks, 
it may be in to-day and out to-morrow, or in for two days and then out 
for two or three, and that has been regarded as entirely proper, and no 
one bank for a short time. But if 50 banks are borrowing, 20 of them 
to-day, 20 to-morrow, and 1o the third day, and each 20 is out part of 
the time, you may have a larger continuous aggregate amount of reserve- 
bank credits supporting the market, just as would be the case if one bank 
even borrowing throughout the period. 

Now, I would say under the present circumstances that it would be 
reasonable to say to these banks that— 


“Our policy is going to be, during the next few weeks, to limit the 
amount that you can borrow. You will probably be in here in two or 
three days, after you have liquidated what you now have, for another 
loan. Maybe you will want $20,000,000. Well, we think we will proba- 
bly be disposed only to lend you $10,000,000 the next time you come in.” 


Mr. Winco. Do they have the authority under the existing law to do 
that ? 

Doctor SPRAGUE. I believe they have. 

Mr. Winco. If the Federal reserve officials believe there is an undue 
expansion of brokers’ loans, they have a plenitude of power now to 
put the screws on, have they not? 

Doctor SPRAGUE. I think so. 

Mr. Winco. They can make the farm banks liquidate, and why can 
they not make these banks making the stock loans liquidate a little bit 
over a period of a few weeks or months, as you state? 


NO REASON FOR ADVANCE IN DISCOUNT RATES 


Doctor Spracur. I prefer that method to a liquidation brought 
rather than an indeterminate further advance in discount rates, for 
which there seems to be absolutely no reason at the present moment 
outside of the stock exchange. 


400 


APPENDIX II 


Mr. Winco. Would you please tell me wherein the law is deficient 
now to give the Federal reserve officials the power to check any unsound 
condition in brokers’ loans. 

Doctor Spracur. I do not think that there is a need of any further 
legislation in that matter. 


THE STOCK EXCHANGE AND FLORIDA REAL ESTATE 


Mr. SreacaLt. Is there in the present situation anything that de- 
mands that the Federal reserve may either curtail loans to banks that 
are taking care of too many brokers’ loans or raise the discount rate? 
Is there any situation that necessitates one or the other? 

Doctor SpracuE. That depends really upon something that is a 
little indeterminate. I think the extent to which a collapse of consider- 
able moment on the stock exchange is an independent force exerting an 
unfavorable influence on business; an ordinary decline in the stock ex- 
change does not exert very much of an unfavorable influence upon busi- 
ness. If business is in sound condition it will go forward notwithstand- 
ing some decline, but a severe decline on the stock exchange might have 
a damaging effect throughout the community. The situation is strik- 
ingly like that which we had two or three years ago in Florida, in that 
trading increased when prices went up, and the market is not sensitive 
to changes in rates. I am rather fearful that if we adopted a 3% per cent 
rate throughout the country because business warranted it we would 
have prices moving up on the exchange to dizzy heights and falling of 
their own weight to a level so catastrophic that it would have an inde- 
pendent unfavorable effect upon the whole business position. For that 
reason I favor attempts to put some check upon the situation by the 
direct-action method that I have indicated. 

Mr. Winco. We probably will get results with less injury to legiti- 
mate business than if you undertake to control it by a high speculative 
rediscount rate which only the speculator could pay. 

Doctor SPRAGUE. That I object to decidedly. Some people argued 
that we should pay no attention to the stock exchange and perhaps re- 
duce the rate to 3% per cent. 

Mr. Winco. Is not this the correct rule? The purpose of the act is 
to accommodate business, industry, and agriculture, and when the needs 
of legitimate business require you to put the rate up or down should 
you not do it regardless of the nature of the business going on in the 
stock market and undertake to control brokers’ loans through another 
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Doctor Spracue. I think it would be desirable to experiment with 
this other method. 


“THE FAMILIAR EARMARKS OF INFLATION AND THE SYMPTOMS OF A 
SPECULATIVE CRAZE” 


Excerpt from article by Professor Sprague in The Annalist, Friday 
Apri’ 20, 1928. 


“The present security market exhibits all of the familiar earmarks 
of inflation and the symptoms of a speculative craze. It presents a situa- 
tion altogether analogous with that in commodity markets throughout 
the world during the 12 months preceding the debacle in the spring of 
1920, and not unlike the Florida land boom of more recent memory. 
In each instance is to be observed the same growing eagerness to buy 
among widening circles, stimulated rather than checked by advancing 
prices, and wholly oblivious to advances in lending rates, always pro- 
vided that increasing supplies of credit are somehow made available. 

“A security market that is functioning within reasonably safe limits 
is sensitive to changes in lending rates. When it is found to be absorb- 
ing constantly increasing amounts of bank credit at rising rates, the 
stock market is unquestionably under the controlling influence of a de- 
mand that rests upon no solid foundation of intelligent foresight. Were 
the consequences entirely confined to those who are tempted into specu- 
lative excess the course of the market would not be a matter of general 
concern. This seems to be the case with ordinary or moderate fluctua- 
tions in the security markets. The psychological influence unfavorable 
to business activity of moderate declines in security prices is negligible. 
If business at the time is in good shape it goes ahead regardless. On the 
other hand, an extreme decline of catastrophic proportions may well be 
believed to exert an independent unfavorable influence upon the course 
of trade, even though it does not involve serious loss to the lending banks, 
and must certainly have that effect if it does go to that length. 


STABILITY POLICY OF RESERVE SYSTEM PARTLY RESPONSIBLE FOR 
INFLATION 


“A security market that is impervious to rising rates may also exert 
an undesirable influence on business for a time before the inevitable 
break. With some qualifications, it may be said that brokers’ loans ordi- 
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narily merely absorb funds that the banks are unable at the moment to 
employ otherwise. But when security markets begin to absorb increas- 
ing funds at 5 per cent and upwards they do attract funds from other 
uses and tend to force up rates for those other uses. In the good old 
days before the World War it used to be said in London that a 7 per cent 
Bank of England rate would draw gold from the ground. Similarly, it 
may be said that a 5 to 6 per cent call rate in New York will attract 
funds from hundreds of banks in every section of the country, tending 
to subject borrowers everywhere to a higher range of rates. In sum, a 
crazy stock market is objectionable, both during its final stage of ex- 
pansion as well as on account of the consequences of its ultimate col- 
lapse. 

“Responsibility for the present situation in the security markets is 
widely diffused, but the reserve banks can not escape some considerable 
share in that responsibility. Stability in the money market has been 
an avowed policy of the reserve system, and the achievement of stability 
has been emphasized as one of its notable accomplishments. But under 
some conditions the maintenance of stability may breed a dangerous 
situation. There are indications that clever speculators are relying upon 
the predilection for stability of the reserve authorities to protect the 
market from extreme strain. It is assumed that in no circumstances will 
liquidation be allowed to become sudden and violent. This is a danger- 
ous assumption, not because it may not be realized but because it re- 
moves a restraining influence.” 


STOCK MARKET RELIES ON INFIRMITY OF BOARD 


Mr. BEEpDy. Let me ask you this question. Is it true that the board 
has at times pursued such hesitating policies that the speculative world 
has concluded that it may well go on with a rising price tendency, know- 
ing full well that the board will hesitate to apply the checks? 

Doctor SPRAGUE. Well, perhaps so. 

Mr. Beepy. Is it not so? Is it not a fact? Can you not answer it 


yes or no. 
Doctor Spracur. Many of these questions are difficult to answer 


yes or no. : 

I think I can answer that yes, and to illustrate the ingenuity of the 
speculative community let me take this point. It was quite generally 
believed about the street that no great amount of pressure would be 
exerted in March of this year because of the Treasury financing. The 
desire of the Treasury to market its securities so as to save one-eighth 
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of 1 per cent more or less is recognized on the street as perhaps exerting 
quite a potent influence at certain periods. ‘ 


A CONGRESSMAN WOULD SUPPLY THE BOARD WITH COURAGE BY 
LEGISLATION 


Mr. BEEDy. Now, Doctor, I am left in this state of mind. Here is 
a situation at the present time demanding some action, some courageous 
action by the Federal Reserve Board if an ascent in rates is to be checked 
so that it will not become highly disadvantageous to business in gen- 
eral. You say, and others think, that the existing law needs no amend- 
ments, that the powers are already there, and we also seem to admit 
quite generally that many times in crises the board has pursued a hesi- 
tating course. 

Now, I assume that the purpose of the men who are behind this legis- 
lation is to meet that very situation and to make it mandatory upon 
the board, which has been hesitating and feeble in times of crises, to 
exercise the powers which they already have. Is that an unreasonable 
demand ? 

Doctor SPRAGUE. No, it is not; but the particular situations which 
you say imply hesitation do not seem to me to be generally the situa- 
tions that are of the type that are very definitely covered in this bill. 
If they are, well and good; I should be delighted. 

Mr. Stronc. What would you suggest, Doctor? 

Doctor SPRAGUE. I can not suggest anything. The only thing I can 
suggest is that with experience the management of the Federal reserve 
banks will take more definite action than it has at times taken. The 
system is a cumbersome system, and the number of people who must 
agree upon a particular course is rather large, the officers of the banks, 
the directors of the banks, and the board. 

Mr. Brerpy. Is that true as to open-market policy? 


CONFLICTING INTERESTS WITHIN THE SYSTEM 


Doctor SpraGuE. The open-market policy has a committee of five. 
It is necessarily in large part influenced by views in the New York bank, 
because it is in the New York market that most of the open-market 
operations must occur. But then there must be an agreement between 
the open-market committee and the Federal Reserve Board, and, further, 
there must be consideration, I take it, of the predilection of the Treasury 
for getting the best possible rate on its certificates, so that you have got 
a diverse group that must reach an agreement before any action can 
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take place, and that inevitably means hesitation unless the case is as 
plain as a pikestaff, and when it is as plain as that probably action is a 
little belated and the consequences may appear to be so serious that 
there is still further delay. 

Mr. Beepy. It seems to me that in my somewhat long and involved 
question and your answer just made we have reached rather the crucial 
situation here. Your answer was that if this bill were adopted to meet 
such situations as have been characterized by hesitancy on the part of 
the board and unwillingness to deflate at crucial periods, you would be 
heartily in favor of it? 

Doctor SprAGuE. I said if it does that. 

Mr. BEEpy. Well, now, turning to page 2, under section (h)—and 
I have just read it over now—I can not see how human language would 
better cover it. [Reading.| 


“The Federal reserve system shall use all the powers and authority 
now or hereafter possessed by it to maintain a stable gold standard; to 
promote the stability of commerce, industry, agriculture, and employ- 
ment; and a more stable purchasing power of the dollar, so far as such 
purposes may be accomplished by monetary and credit policy.” 


What is there in that language that would not meet the situations 
that I refer to in my question? 

Doctor SPRAGUE. Take the particular situation of brokers’ loans, 
and assuming that you generally assent with the statement just made, 
with the provision ‘to promote the stability of commerce, industry, 
agriculture, and employment,” furnish additional ground for taking the 
direct action that I urge in the matter of brokers’ loans? 

Mr. BEEpy. Possibly not, but coupled with the phrase— 


“and a more stable purchasing power of the dollar, so far as such pur- 
poses may be accomplished by monetary and credit policy—” 


it seems to me it would. 


PROFESSOR SPRAGUE HOLDS ERRORS OF OMISSION MORE SERIOUS THAN 
ERRORS OF COMMISSION 


Doctor SPRAGUE. Well, if it would accomplish that result, make the 
decision in matters of policy at times a little more immediate, and the 
decision itself a little more definite, then there would be, I think, an 
advantage from the passage of the bill. I probably agree with you that 
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the defects in the operation of the Federal reserve system are not so 
much in positive errors of judgment that have been made but rather 
in the hesitating manner in which at times policies have been decided 
upon and then executed. 


MORE ‘‘COURAGE”’ 


Mr. BeEpy. I want to state that this is my position: I feel that there 
is law enough and power enough conferred by the law on the Federal 
reserve system to meet any exigencies such as the present or even more 
marked crises, and I am naturally averse to an attempt by the legislative 
body to direct in detail the policy of a board such as the Federal Reserve 
Board is; but if it is true that these hearings have demonstrated a suf- 
ficiency of power in the board and that the failure on the part of the 
board to act at the proper time was not because of poor judgment but 
because—let us be blunt about it—of a lack of courage, then I am getting 
to the point where I am ready to vote for a law which will not give them 
the chance to hesitate but which will read, in effect, that “you are not 
only authorized but commanded to act.” 

Do you not think that something like that might be helpful to stimu- 
late their courage? 

Doctor SPRAGUE. If it serves that effect; yes. 

Mr. BEEDy. What other tendency, Doctor, would such a law have 
but to prick them a bit and stimulate their courage? 

Mr. Kinc. You do not need a declaration of Congress to do that. 

Doctor SPRAGUE. It might do as you say, but inasmuch as the man- 
agement of the Federal reserve banks involves the exercise of judgment 
in many somewhat confusing situations, I think it is the character of the 
men and the experience that is developed by the passage of time upon 
which we must mainly rely. 

Mr. BrEpy. Do you not think it would be a good thing for these 
men to be able to say, ‘“‘ Well, we no longer have to wait; we are com- 
manded to act”? 

Doctor SPRAGUE. It is possible. 

Mr. BeEpy. Would you not say “probable” ? 

Doctor Spracue. Not until I had discussed the matter with quite 
a number of people who are charged with the responsibility of conduct- 
ing the system. 

Mr. Stronc. I can tell you what they will say. They will say, “Leave 
us alone.” 
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A JEWEL OF WISDOM 


Mr. Winco. Aside from the bill, I am inclined to doubt the pos- 
sibility of any legislative declaration giving either wisdom or courage 
to anybody. 


“PROHIBITION” 


Mr. BreEpy. What would you say as to the desirability either of 
coupling with this legislation or enacting apart from this legislation a 
measure which would help to bring the very results which this legisla- 
tion aims at, namely, a flat prohibition upon the Federal reserve system 
to permit the use of its credit for speculative purposes and the enjoin- 
ment of a duty upon the system to ascertain at all times the use to which 
credit which it was supplying was being put? 

Doctor SprAGuE. I will frankly say that I would be violently op- 
posed to such a proposal and would feel that it was impossible of execu- 
tion. After all, the member banks must be allowed a reasonable amount 
of latitude in their operations. The particular operations of a given mem- 
ber bank seem to me to be a matter of no great concern unless it threat- 
ened the solvency of that bank or unless so many other banks are doing 
the same sort of thing that an unhealthy situation may be created. 

Now, at times the possibility of using funds in certain more or less 
speculative directions is probably a safeguard for the depositors of a 
given member bank. Let us suppose a local bank in Maine had more 
funds than it can at the moment employ to advantage locally. It puts 
some of those funds into the New York market. It is probably very 
much better that it should do that from the point of view of its deposi- 
tors, even though the use is speculative in New York, than it would be 
to inhibit that bank from such use, directly or indirectly, forcing it into 
making loans which may not be speculative in the ordinary sense but 
which may involve uncertainties and possibly serious loss. 


THE IRRESISTIBLE LOGIC OF MR. BEEDY 


Mr. BeEpy. Then the logic of the situation would force us to the 
conclusion, would it not, that a more or less unrestrained use of credit 
afforded by the system for speculative purposes is incidentally helpful 
to the proper development of agriculture, industry, commerce, and em- 
ployment? 

Doctor SPRAGUE. Yes, but at times it may reach such proportions 
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as to become damaging or threaten damage, and then you have a Pas 
sible situation for demanding direct action. 

Mr. Stronc. You think a little fire might help, but very much aeatr 
burn you. 


THE CHAIRMAN ASKS A PERTINENT QUESTION 


The CuatrMAN. Much has been said this morning about specula- 
tive loans. I have not been able to find anyone who is able to tell with 
with any degree of certainty how much of this $4,000,000,000 worth of 
brokers’ loans is speculative and how much is legitimate; nor have I 
been able to find out in this rise of the stock market how much of it might 
be a legitimate rise and how much of it might be a speculative rise. Do 
you care to say anything about either one of these subjects? 

Doctor SpracuE. I do not think it can be measured by the amount 
of brokers’ loans. That is one factor in the situation, the amount, and 
the increase that has taken place. Those are the two things that are 
significant as regards the statistics of the loans themselves. 

Coupled with that, however, you have extreme activity on the ex- 
change, rising quotations, and apparently a market that is insensitive 
to the usual normal extent to advances in rates actually made and more 
or less threatened in the future. 

When you take all those factors together you have, it seems to me, 
the earmarks of a situation that is getting or may get out of hand. 

Now, I do not believe that a contraction in brokers’ loans, if it should 
come in the near future, will involve an extreme decline in quotations 
of catastrophic proportions. I believe that with the abundance of sav- 
ings currently made in this country there is a large buying demand for 
securities at moderate concessions in price. 

The CHarRMAN. Some of this increase in price in the stock market 
is due to anticipation that we are going on a lower net interest return 
basis, is it not? 

Doctor SprAGuE. It is; and until recently I had held that that was 
an adequate explanation for the general upward movement in quota- 
tions, but in a period of abundant savings and also in a period in which 
the pecumulatien of capital is adequate to meet business requirements, 
from time to time, a slackening in the upward movement is desirable 
in order that we may go forward perhaps on a more healthy basis a little 
later. 

A certain amount of speculation is desirable and necessary in order 
to create a market, both for commodities and for securities. Assuming 
an abundant cotton crop, the holding of that is facilitated by the readi- 
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ness of some people to speculate in cotton and borrow in order to do so. 
It is only the excess of speculation that may be a serious matter, such 
as seems now to be present, and the general prohibition would destroy 
elasticity in the functioning of the reserve banks in their relations to 
the member banks to a most undesirable degree. 


SENATE RESOLUTIONS AND FEDERAL RESERVE HYSTERIA 


The CuHatrMaAn. Doctor, is it fair to assume that in the administra- 
tive duties that are upon the board, of which you are a member, you are 
probably in one of the most trying situations now that the board has 
experienced since its inception? 

Doctor MittEr. You ask that question; therefore I will answer it 
as fairly as I can. It is my opinion that the Federal reserve mind at the 
present time is more perplexed than it has been at any time since the 
troublesome period of 1920-21; that it is in a state of mental confusion 
largely because of surprise. “Surprise” usually comes, I think, as the 
aftermath of an undue indulgence of desire and expectation. You stand 
back when you see the fruition of the devil’s work in your angelic 
plans; and, speaking personally, I have usually found 

Mr. STRONG (interposing). To do the angelic part of it? 

Doctor Mitter. To maintain an attitude of relative calm about 
situations in which there is a danger of an unconscious hysteria develop- 
ing. I think one of the chief troubles with the Federal reserve system 
in 1920 was hysteria—hysteria in part due to the interference of Con- 
gress through a Senate resolution, with the maintenance of a well-bal- 
anced frame of mind in the Federal reserve system. 

The CHAIRMAN. You liken that somewhat to the resolution that the 
Senate passed the other day, known as the La Follette resolution? 

Doctor MriLLER. Well, I think the part of the resolution which calls 
for suggestions or proposals, if I remember correctly—you are referring 
to the resolution reported out by the Banking Committee? 

The CuarrmMaAn. Yes; the La Follette resolution on brokers’ loans. 

Doctor MittEr. The La Follette resolution itself I did not think 
very much of; but I thought you were referring to the report of the com- 
mittee on the resolution. 

The CHAIRMAN. I was. 

Doctor Miter. That, if I am rightly informed, asks the Federal 
Reserve Board to report to Congress what legislation, if any, is needed 
in order to protect the system against abuse by loans for speculative 
account, or something of that kind. 

The CHAIRMAN. It infers that there is speculation existing, as evi- 
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denced by the large amount of brokers’ loans outstanding, as a danger- 
ous tendency, and refers the matter to the board for.some report. 

Doctor Mitter. Yes; for investigation and report. 

The CHAIRMAN. And my question was whether you liken that kind 
of legislation to the resolution of 1920. 

Doctor Miter. No. Part of it, I think, is altogether desirable. I 
think it is a good thing to ask the board to report what, in its opinion, 
is necessary. 


CONGRESSIONAL INTERFERENCE 


The CHAIRMAN. You do not consider that as an interference with the 
operations of the Federal reserve system? 

Doctor MittEr. Ido not. But there is a part of the resolution which 
I think was referred to yesterday morning, which was the first time I 
had heard of it, that asks the Federal Reserve Board to direct the Fed- 
eral reserve banks to admonish or advise member banks against making 
speculative loans, or something of that kind. 

I regard that as—I would rather not have this go into the record, but 
if you feel it is an essential part, I have no objection—— 

Mr. Stronc. I think it had better go in. 

Doctor Miter. I regard it as an unhappy interference at this time. 
T do not think it will accomplish very much there. When you have a 
stock-market movement of the dimensions that this present market has 
attained, you either want to do nothing or you want to do something 
that has substance to it. I think that provision of the resolution will 
be construed as implying a temporizing attitude. 


A MEMBER OF THE BOARD CHARGES IT WITH HAVING PROVOKED 
SPECULATION 


Mr. BEEpy. Would you mind stating to us what the factors in the 
present situation are that have caused surprise to the Federal Reserve 
Board? 

Doctor Mitter. Yes; if I can do it briefly. It has been pointed out 
in earlier hearings here that the Federal reserve system, in midsummer 
of last year, set out, by a policy of open-market purchases, followed in 
course by a reduction of the discount rate at the reserve banks, to ease 
the credit situation and to cheapen the cost of money. The official rea- 
sons for that departure in credit policy were that it would help to stabi- 
lize international exchange rates—— 


410 


APPENDIX II 


The CHarRMAN (interposing). Stimulate the exportation of gold? 

Doctor MILLER. Stimulate the exportation of gold. The two things 
really hung together. In other words, it would lead to a shifting of bal- 
ances from the American market to the London market because of the 
difference in going rates for short money, there always being a large 
amount of money—and that is particularly true at the present time, 
and especially true as regards our country when you compare it with 
conditions 20 years ago—that is international and migratory in its hab- 
its; that is, so to speak, loose money, which will go where it commands 
the highest price. The lowering of money rates in the central money 
market of this country by Federal reserve action and policy would neces- 
sarily have the tendency to transfer some money to London, where the 
rate was higher. 


Now, the low money rates that resulted from Federal reserve policy, 
in the light of subsequent developments, appear to have been particularly 
effective in stimulating the absorption of credit in stock speculation. 
As we look back the rise of security prices has been more nearly perpen- 
dicular, I should say, in the last six months than in any period since the 
Federal reserve system has been in existence. So that, Mr. Beedy, an- 
swering your question quite frankly—I want to be just as candid as I 
know how—I would say that cheap and easy money in the New York 
market the last autumn must be recognized to-day as having been a dis- 
tinctly provocative factor in the remarkable speculative movement that 
has been in process now for several months. 


DOCTOR MILLER DOES NOT AGREE WITH DOCTOR SPRAGUE 


Mr. STEVENSON. You are speaking of the question of checking the 
unusual investment in call loans, the unusual amount of brokers’ loans. 
What is your attitude as to the position taken by the witness yesterday 
—that the most effective method would be for the Federal reserve banks 
to be able to say or be instructed to say to a bank that comes for redis- 
count, ‘You are carrying a very heavy amount of brokers’ loans. We 
deny you any further rediscounts while that condition exists.” Now, 
that is a practical suggestion that he made yesterday, and it would no 
doubt be an effective method of dealing with it. The question would 
be whether it is a judicious method or not. 

Doctor Miter. Well, I would be inclined to answer a bit cynically 
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by a quotation from a great man: “Thought is easy, action is difficult; 
and action in accordance with thought is the most difficult thing in the 
world.” 

Theoretically the thing is perfectly conceivable; and if we were deal- 
ing with a theory instead of a condition, I not only think it could be done 
but would have been done long ago. The fact, however, that it has not 
been done is the thing to be explained when talking about what is and 
what is not practicable. 


INVADING THE FIELD OF BANK MANAGEMENT 


Mr. STEAGALL. What would be the effect in the matter of feeling 
created, and all that sort of thing, that would result from such action 
as this on the part of the Federal Reserve Board to take over the con- 
trol of policies of all of the banks of the country? 

Doctor Mitter. Well, it can’t be done, and should not be done. 
That is not a function of government. 

Mr. STEAGALL. In other words, the Federal Reserve Board, sitting 
in Washington, should not assume responsibility and control and man- 
agement of a member bank of the Federal reserve system in a distant 
city as to the details of its business? 

Doctor Mitter. No. Of course not. But it can do a great deal, in 
my judgment, that would be effective without any such invasion of the 
field of management of the member banks. 

Mr. STEAGALL. But suppose the Federal Reserve Board concludes 
that here is a situation that has sprung up where we think there is a 
certain character of loans that is being extended beyond the point that 
we think is wise and healthful; and when banks that have got into this 
practice apply to us for loans, even if it is in every sense desirable and 
satisfactory otherwise, because of this particular situation we will ar- 
bitrarily refuse them loans. Would that not be a direct interference with 
their management ? 

Doctor MILLER. Yes. 


A REALIST IN ACADEMIC ROBES 


Mr. Stronc. Then do you think men should be given these tremen- 
dous powers? 


Doctor MrttEr. I think they should not be given the powers. 

Mr. Stronc. They have them now. 

Doctor Mittrr. They have them? I think you overestimate the 
powers the Federal reserve system now has. I would like an account, 
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a statement, as to what your conception is of “all”? these powers; when 
they use all the powers that now exist. 

Mr. Stronc. My conception is that when we give to a board of men 
the right to control the volume of money in circulation among the people, 
and largely to control the price of money, and the right to control the 
expansion or contraction of credit, that is the greatest power that has 
ever been given to any men by any government, except the power of 
life and death and liberty. 

Doctor Mitter. I would say that is all right for oratorical purposes. 

Mr. Stronc. Is it not true? 

Doctor MILLER. No; it is not true. 

Mr. Stronc. What other rights have we given to men greater than 
those ? 

Doctor MILLER. Let us not discuss—— 

Mr. Stronc. It is either true or not true. 

Doctor Miter. I deny that it even has these powers that you say 
it has; that it can contract or expand, as you say. When has the Federal 
Reserve Board contracted credit? Has it in this last year? 

Mr. Stronc. I do not know whether it has or not; but do you not 
think that it can? 

Doctor MILLER. I answer those questions realistically. I am not 
concerned with what can be done in a vacuum. I am concerned as to 
what actual, living men, sitting here in the shadow of the United States 
Capitol, can do. No; it can not do it. 


ADMITTING THE INFLUENCE OF AGITATION AS A FACTOR IN FEDERAL 
RESERVE POLICY 


Doctor MILLER... . 

I think I stated here yesterday that I regarded the policy of the Fed- 
eral reserve system last autumn as having been a provocative factor in 
the stock market; and inasmuch as, and mainly inasmuch as, and mainly 
only inasmuch as—speaking now personally—the Congress of the United 
States and the press of the country and the people of the country have 
become so much concerned about the activities of the stock market, 
do I take that as constituting a fact that has got to be reckoned with 
publicly in the operations of the Federal reserve system during the past 
six or eight months. 

Now, it is a matter upon which I think very able men may well dis- 
agree, as to whether or not the excitement, with this unwarranted, this 
extraordinary speculation in stocks that has gone on in the last six or 
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eight months, is the great national menace that many think it is. It 
may be. It may not be. I usually try to maintain in myself an attitude 
of mind that it is none of my business as a member of the Federal Re- 
serve Board. It becomes only a matter of concern to me as a member 
of the Federal reserve system when there is evidence that the Federal 
reserve banks through their policies have become, as it were, tied into 
the situation. ... 


FEDERAL RESERVE POLICY A CONTRIBUTING CAUSE OF STOCK 
SPECULATION 


Doctor Mirrer. And the expectation, intent, the purpose and 
policy, entirely apart from the Federal reserve system, has been a con- 
tributing factor. It has resulted from the policy that money has been 
made so abundant that, as stated, cheap and abundant money became 
a provocative factor in the stock market; and to that extent I feel that 
it is our concern. When they are doing these things with Federal re- 
serve money, then it is the business of the Federal reserve banks to take 
heed and consider what action may be taken. 

But there I think the whole episode illustrates that action in matters 
of credit policy, as a rule, is either impotent action, or may be injurious 
action, unless it is action that is taken sufficiently well in advance to 
protect against the consequences, rather than to undertake to undo 
them. There is no use in closing the door after the cow has gone out of 
the stable; and that is too frequently apt to be the case where you have 
administrative bodies, where the fear of making a mistake may lead to 
such delays or tardy action, that it really becomes mischievous action. 

I think the mischievousness of the open-market policy of the Federal 
reserve system is, as it has been operated and as I believe it will be 
operated, that it offers too great a temptation to some one who feels 
the itch to do something, with the scalpel in his hand, to go in and do 
something. Usually you find that men who have got creative imagina- 
tion, who have got force of will, who are animated by the instinct of 
domination, and that is something you have got to reckon with con- 
stantly where you are dealing with matters of money, finance, and 
credit—right in the Federal reserve system itself this open-market opera- 
tion offers, to my mind, too big a temptation to use it unnecessarily, 
and carries the danger, therefore, that it may result in just these diffi- 
culties and impasses in which the Federal reserve system has found it- 
self in recent months. I think this shows about what you may expect. 

If the attitude of this committee or of the Congress or the public at 
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large is that the Federal reserve system on the whole has given a satis- 
factory account of itself in the last eight months, leave it alone; but I 
take it that there is a good deal of concern, and in going into this mat- 
ter if you are finding out just what it is that has given rise to these 
conditions I undertake to say that the provocative factor of the open- 
market operation in Federal reserve policy is an instrument so effective 
and so powerful that it has got to be used with the greatest discretion. 


PURCHASE OF SECURITIES BY FEDERAL RESERVE BANKS SHOULD BE 
SUBJECT TO AFFIRMATIVE VOTE OF FIVE MEMBERS OF BOARD 


Doctor MILLER. I would say that the Federal reserve act itself has 
already set a pretty good precedent in making action on certain of the 
unusual, extraordinary powers of the Federal reserve banks subject to 
the affirmative vote of five members of the Federal Reserve Board. 
This is true as regards compulsory rediscounting among Federal reserve 
banks, as regards the suspension of reserve requirements, as regards the 
reclassification of outlying districts for reserve purposes or of reserve 
cities, and so on. My opinion is that it ought not to be made too easy 
to run the risk of inflation either of the security markets or the com- 
modity markets of the country; and, therefore, I would suggest for your 
consideration that the purchase of securities by Federal reserve banks 
in the open market should be made subject to the affirmative vote of at 
least five members of the Federal Reserve Board. 

Briefly, I view it this way: That the injection of money into the mar- 
ket in this way is in the nature of the application of force majeure. It 
is in the nature of a surgical intervention, and I think the consultant 
board ought to be a clear majority as to its necessity. If there is a 
serious doubt on the part of.a substantial minority, I think that is a 
good reason for not doing the thing. 


A NATURAL DISCOUNT RATE 


Mr. Stronc. What would you say is a natural rate? 

Doctor MitLeR. One that is pretty carefully adjusted to actual con- 
ditions, where you do not undertake to force and create conditions. I 
would say, for illustration, that the 334 per cent rate was an artificially 
low rate and it has brought in its cycle the present higher rates; and 
that, in itself, is an undesirable condition. 

Mr. Stronc. I would like to get one thing through my mind, refer- 
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ring to your chart there. The changed policy of the Federal Reserve 
Board in the open-market operations, and the lowering of the discount 
rate, tended, as I take it, to increase loans and investments and resulted 
in the violent increase of brokers’ loans, but was not accompanied by a 
corresponding rise in other loans for business. Well, now, was any- 
thing done or any policy adopted or any action taken by the Federal 
Reserve Board to hinder the use of cheap money to increase the brokers’ 
loans? 

Doctor Mitter. There is no method known to the Federal Reserve. 


THE ENGLISH SYSTEM 


Mr. Strronc. You remember that Doctor Sprague suggested the 
method of adopting the English system. 

Doctor MILLER. Yes. 

Mr. Stronc. Two remedies were suggested, one to adopt the Eng- 
lish system to force the lending to be in a loan for at least seven days 
and to pay interest for that time, in order to prevent borrowing sums of 
money one day and returning them the next and only paying interest 
for one day, and then his other proposition was to inquire into the pur- 
poses for which the money was to be borrowed. 

Could either one of those remedies have been used ? 

Doctor Mirter. I think the first one would be worthless. I think 
it would produce just the opposite result from that intended. 

Mr. Stronc. Why? 

Doctor Mitter. Because a bank being limited to borrowing for a 
7-days’ minimum would see to it that it kept its borrowed money in- 
vested for the whole seven days and there would be no other place that 
it could with certainty go with that money than the call-loan market. 

Mr. Stronc. But would that not be a check when they wanted to 
furnish money for speculative loans? Suppose that a man.came in and 
said that he would like to get money for a couple of days to be used 
in the open market. They would say, ‘But we have to borrow that 
money for seven days.” Would that not be a check upon it? 

Doctor MittER. It does not work that way. The call-loan market 
is the most impersonal thing in the money market. The bank borrows 
at a reserve bank, and that is notably true in the big cities, and, of course, 
especially true in New York City, because it finds its reserve depleted 
and needs to restore them. Being a central reserve city, the New York 


member bank is required to keep a balance of 13 per cent against its 
demand liabilities. 
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MANAGING THE NATION’S BANKING BUSINESS FROM WASHINGTON 


Mr. Stronc. Do you think the other remedy of Doctor Spragues’ 
would be of any value? 

Doctor Mirter. I think, Mr. Congressman, that the most essential 
thing in the operation of the Federal reserve bank at this juncture is 
the development of some technique by which a restraint can be exercised 
over banks that are indebted to the Federal reserve bank when they 
are lending in the call-loan market. That is my opinion and that is the 
opinion I expressed here two years ago. 

Now, the interesting thing in an inquiry into the Federal reserve sys- 
tem and its operation is why it is not done. It will be said by some that 
it can not be done; it will be said by others that it does not need to be 
done, that there is no evidence that the banks are borrowing for the 
purpose of reloaning the proceedings in the call-loan market. There is 
some basis for a statement of that kind if you are looking directly for, 
we will say, a culprit, but there is no basis for it if you are looking for an 
explanation of a condition that obtains. 

Only a few days ago in a Federal reserve conference this question of 
whether the member banks were not borrowing for making call loans 
came up. Well, they do not come in, as Mr. Strong implies, and say, “I 
want to get $10,000,000 to lend in the call market.” 

Mr. Stronc. Of course, I know that. 

Doctor MitLER. The president of the bank may not even know that 
his bank is short in its reserve account at the Federal reserve bank at 
Boston or New York because of call loans. 

What happens may be this: That a member bank is engaged in a vast 
volume of business of great variety; that it has a great mass of commer- 
cial business. It may find that its commercial borrowers come in and 
want more credit. It may have at the same time a considerable amount 
of funds invested in the call-loan market. What it may do under those 
circumstances is not to go to the call market and take money out in 
order to meet the demands of its commercial customers. It may instead 
go to the Federal reserve bank and borrow; and what I think I have on 
several occasions tried to make clear is that it will be more likely to do 
this when the call rate is high and the Federal reserve discount rate is 
low. Therefore one of the dangers, one of the risks always taken under 
such conditions, is the steady maintenance or even accumulation of 
funds in the call-loan market. 
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FEDERAL RESERVE POLICY RESPONSIBLE FOR HIGH MONEY RATES 


Now, some of our reserve governors, when we were discussing this 
thing, said that a particular bank is “in” to-day $10,000,000, $20,000,000, 
or $30,000,000, and then is “out” to-morrow, and some other bank is 
in the reserve bank as a borrower. That is what might be expected. The 
load is being shifted all around. But the figures will indicate that the 
total volume is growing. And if you seek to find where the reserve system 
ties into the situation is, you will find it in the expanded discounts of the 
Federal reserve system or, under other conditions, in expanded open- 
market purchases. 

What has been going on recently is that the Federal reserve system 
has been pursuing a policy of sales of securities with a view to bringing 
pressure to bear upon the central money market. That pressure, in my 
judgment, is succeeding, and the evidence is that call money has gone 
to 5 per cent, has even touched, on occasions, 6 per cent. But that 6 
per cent rate is, so to speak, a call to the interior of the country to send 
its money to New York if it has any, and the result is that the interior 
money in New York City in the call market threatens to cut commer- 
cial loans at home. 

The CHAtRMAN. You were discussing a few moments ago this sug- 
gestion of Doctor Sprague’s in connection with 7-day money as a pos- 
sible check as applied to the New York market. There is not very much 
difference between the total amount of brokers’ loans and the deposits 
in New York banks. There are legal-reserve requirements in connection 
with the deposits in the New York banks. In other words, it is a deposit 
of money belonging to the country banks, or that part of it that is loaned 
by the country banks on the market, and the same thing would apply 
to industry. 

Dr. Miter. Unless they loaned it. 


IT IS PROPOSED THAT RESERVES BE KEPT AGAINST ASSETS AND 
LIABILITIES 


The CHAIRMAN. Supposing that the reserve law were changed in 
that respect and that New York banks were forced to keep a reserve 
against the total amount of brokers’ loans; would not that have a ten- 
dency to check the situation ? 

Doctor Mirrer. In effect, I think, if I understand your question, 
that it does that now. When a New York bank makes a loan to any- 
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body, but in a specific case a broker, it takes his note with collateral and 
gives him a credit on its books. It creates, in other words, a demand 
liability against itself and against that it must immediately carry a re- 
serve of 13 per cent. 

The CuHarrMAN. That is true; but when these brokers’ loans accu- 
mulate the New York banks know that overnight they may be called 
on to supply the money to liquidate all those loans that are made when 
they hold money from outside of New York City, and they have an as- 
surance now that if that call is made they can go into the Federal re- 
serve and get the necessary funds. 

Doctor Mitter. They have the assurance, but I think they feel—— 

The CHarRMAN. They have eligible securities from the applicants to 
take care of just that situation. 

Doctor MILLER. Government securities. 

The CHarrMAN. And they can go into the Federal reserve bank and 
get whatever funds are necessary to take care of the sudden call of the 
amount on brokers’ loans held outside of New York City. 

Doctor MiLtEr. That is true. 

The CHAIRMAN. My question to you was whether or not it would 
have a tendency to check that if we required a legal reserve requirement 
against those loans the same as is required against deposits ? 

Doctor MitLER. Well, wherever you have a loan you have a deposit. 
Your loan is always offset by a corresponding item on the liability side 
of the ledger. That is the deposit item. 

The CHarrMan. In other words, look at it this way: If it were not 
for the fact that around the corner is the Federal reserve bank, to which 
the big banks in New York that have the responsibility of furnishing the 
money to discharge those loans in case they were called on to do so can 
go, those big banks in New York City would take a different attitude 
in regard to brokers’ loans than they do now, because they would have 
to find themselves the money with which to liquidate those loans. As 
it is now, the Federal reserve bank, being around the corner, is furnish- 
ing a source of relief which works to the advantage of the continuance 
of the brokers’ loans. 

Doctor MILLER. Yes; no doubt about that. 

Mr. BEEpDy. In other words, you are calling attention to one of the 
weak spots in the Federal reserve system? 


The CuarrMan. I am calling attention to the assistance which the 
present operation of the Federal reserve system gives to the continu- 
ance of the brokers’ loan situation. 
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INTELLIGENT DISSENT 


Mr. STEAGALL. Everybody would not agree as to whether it is an 
evil or a weakness in the Federal reserve system now. If I can prosper 
and have a fine car and a nice home and plenty of servants and a trip 
abroad, I do not care if some gambler down here lives a little better 
than he has been living. That will not hurt me. 
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HEARINGS ON STABILIZATION, OP. CIT. 


THE VIEWS OF MR. HAMLIN OF THE FEDERAL RESERVE BOARD 


The Leak of Federal Reserve Credit Into the Stock Market — Direct Pres- 
sure on Member Banks — Progressive Reserves. 
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HEARINGS ON STABILIZATION, OP. CIT. 
THE VIEWS OF MR. HAMLIN OF THE FEDERAL RESERVE BOARD 


Taken from Hearings before the House Committee on Banking and 
Curency Stabilization, H.R. 11806, on May 24, 1928. 


THE LEAK OF FEDERAL RESERVE CREDIT INTO THE STOCK MARKET 


The CHAIRMAN. Do you think there is a lead of Federal reserve 
credit into the stock market, for instance? 

Mr. Hamuin. I do not think it is possible, looking at the expansion 
that is taking place, to deny that indirectly what we call Federal reserve 
credit has leaked into the market, but I do not see any practicable way 
of stopping that. For instance, commercial paper is discounted by a 
bank. The man that gave that paper may have wanted to pay off a 
mortgage, and the mortgagee can take that money and put it into Wall 
Street or any place he wishes. 

I do not think it would be practicable for the Federal reserve system 
to follow the use of those funds; in fact, I think it would be almost 
impossible. 


DIRECT PRESSURE ON MEMBER BANKS 


Now, the system has done a great deal in that direction. We have 
used what we call direct pressure. Where a bank is a continuous bor- 
rower and has a large line of call loans, we talk to that bank and explain 
the situation to them in a very effective way, so that to-day there are 
practically no banks which are continuous borrowers that are operating 
to any great extent in these speculative loans. ; 

Let us consider the extremes of the situation. Supposing a bank 
should come to the Federal reserve bank and want $1,000,000 and 
offer choice eligible, paper, and if they were asked what use they wanted 
to make of it they might say, “Well, we see an opportunity to make 
some money by lending this on call.” 

Of course, such a proposition would not be entertained for a moment. 

To take the other extreme, a bank president not a continuous bor- 
rower, comes to the Federal reserve bank and he says, “I am tempo- 
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rarily short in my reserves and I want to discount this paper to make 
good that shortage.” 

You ask him, “What causes the shortage? Was it the loans to 
brokers, or speculative loans?” 

He will say, “I can not tell you. The shortage was caused by all the 
transactions my bank has been going through in the last day or the last 
week, and as the result there is a small deficit in the reserve.” 

Under those circumstances it would seem impossible to refuse to 
permit that bank to rediscount. 

I think the question really goes far deeper. It is a question of re- 
serves. All the expansion that takes place in this country by member 
banks resulting in deposits is based on the member bank reserves in the 
Federal reserve system. They can not expand their loans unless they 
furnish money to keep their reserves up. 


PROGRESSIVE RESERVES 


To state an extreme case, I think you can say this, that if you wanted 
absolutely to stop that you could only do it by giving, for example, the 
Federal Reserve Board or the Federal reserve banks power to go to 
any bank and, if they found that the proportion of its loans for specu- 
lative purposes has reached such a percentage of its total deposits, that 
it is threatening business conditions, they should have the right to in- 
crease the reserve requirement of that individual bank. 

I do not now advocate that but I say that that would be a real rem- 
edy, because the increased reserves would soon control the situation, 
and I am speaking now not of this present situation, but of normal 
times, in avoiding expansion rather than doing away with expansion 
already existing. To do it, however, the Federal reserve system would 
practically have to put a receiver in many large banks in the United 
States to see how they were carrying on their business. 

If you gave that power to the board it would be intensely difficult to 
execute it. 

I merely state these illustrations as the two extremes. We have taken 
the middle course. Where a bank has been a continuous borrower, we 
have told them the situation and I think we have cleaned it up very 
effectively, and I believe that in ordinary times the existing laws are 
adequate. 

I think, however, that there should be a change in the laws as to 
reserves, and on that subject the governor, I think, may have some- 
thing to say to this committee later. 
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THE LA FOLLETTE RESOLUTION 


S. RES. 113 
70th Congress, 1st Session 
[Report No. 1124] 


IN THE SENATE OF THE UNITED STATES 


JANuARY 17 (calendar day, January 18), 1928 


Mr. La FOLLETTE submitted the following resolution; which was 
referred to the Committee on Banking and Currency 


May 3 (calendar day, May 12), 1928 


Reported by Mr. NorBeEck, with amendments 


[Omit the part enclosed in heavy brackets and insert the part printed in 
italic] 


RESOLUTION 


{Whereas the total loans secured by stocks and bonds of the fifty-one 
member banks in the New York Federal reserve district on January 
II, 1928, reached the unprecedented total of $3,819,573,000; and 

{Whereas the largest part of this sum is used for speculation on the 
New York Stock Exchange, as stated by the Federal Reserve Board 
in its annual report for 1926 as follows: 

(‘The largest growth, both absolutely and relatively, was in se- 
curity loans, which increased by about 66 per centum during the 
period. That to this growth in loans on securities represents to a 
considerable extent an increased volume of credit used in financing 
transactions in securities at the New York Stock Exchange is indi- 
cated by the rapid growth during the period of loans to brokers and 
dealers in securities in the New York market.” 

{and 

{Whereas during the past year such speculative loans made through 
the Federal reserve system have increased more than a billion dollars, 
and during the past seven years more than three billion dollars; and 

{Whereas the reports of the New York Federal Reserve Bank reveal 
that $1,502,580,000 of these loans on stocks and bonds is for the 
account of out of town banks, representing credit transferred from 
other parts of the country to be used in New York for speculative 
purposes; and 
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{Whereas the inevitable result of the utilization of the funds of the 


Federal reserve system for speculative purposes is to restrict the 
amount of credit available for legitimate commercial purposes, as is 
indicated by the fact that the amount of commercial paper outstand- 
ing as reported to the Federal Reserve Bank of New York actually 
decreased from a total of $925,379,000 in October, 1924, to $610,945,- 
000 in October, 1927; and 


{Whereas the intent of the Congress in the creation of the Federal re- 
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serve system was to prevent its use for the encouragement of support 
of purely speculative operations, as is evidenced by the following 
paragraph of section 13 of the Federal Reserve Act: 

{‘‘Upon the indorsement of any of its member banks, which shall 
be deemed a waiver of demand, notice and protest by such bank as 
to its own indorsement exclusively, any Federal reserve bank may dis- 
count notes, drafts, and bills of exchange arising out of actual com- 
mercial transactions; that is, notes, drafts, and bills of exchange 
issued or drawn for agricultural, industrial, or commercial purposes, 
or the proceeds of which have been used, or are to be used, for such 
purposes, the Federal Reserve Board to have the right to determine 
or define the character of the paper thus eligible for discount, within 
the meaning of this Act. Nothing in this Act contained shall be con- 
strued to prohibit such notes, drafts, and bills of exchange, secured 
by staple agricultural products, or other goods, wares, or merchan- 
dise from being eligible for such discount, and the notes, drafts, and 
bills of exchange of factors issued as such making advances exclu- 
sively to producers of staple agricultural products in their raw state 
shall be eligible for such discount; but such definition shall not in- 
clude notes, drafts, or bills covering merely investments or issued or 
drawn for the purpose of carrying or trading in stocks, bonds, or 
other investment securities, except bonds and notes of the Govern- 
ment of the United States”: Now, therefore, be it) 


Resolved, That it is the sense of the Senate that the Federal 
Reserve Board should {immediately} admonish all Federal reserve 
banks to take steps to {restrict the) advise against further expansion 
of loans by member banks for purely speculative purposes, {and 
as rapidly as is compatible with the financial stability of the Na- 
tion require the contraction of such loans to the lowest possible 
amount; and be it further) 

Resolved, That the Federal Reserve Board be directed to report 
to the Congress what legislation, if any, is required to prevent the 
future excessive use of the funds and credit of the Federal reserve 
system for speculative purposes. 
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THE SENATE REPORT ON BROKERS’ LOANS 
May 3 (calendar day, May 12), 1928.—Ordered to be printed 


Mr. NorsBEck, from the Committee on Banking and Currency, 
submitted the following 


REPORT 
[To accompany S. Res. 113] 


The Committee on Banking and Currency, to whom was referred the 
resolution (S. Res. 113) expressing the sense of the Senate that the 
Federal Reserve Board should restrict the further expansion of loans 
by member banks for speculative purposes, and directing said board to 
report to Congress what legislation, if any, may be required in the prem- 
ises, having considered the same, report thereon with the recommenda- 
tion that it do pass with the following amendments: 

Strike out the entire preamble. 

On page 3, line 2, strike out the word “immediately” and insert in 
lieu thereof the following: “admonish all Federal reserve banks to”’. 
Line 3, strike out the words “restrict the” and insert in lieu thereof the 
following: “advise against”. Line 3, after the word “for” at the end 
of the line, insert the word ‘“‘purely”’. Line 4, after the word “‘purposes’”’, 
insert a period. Strike out the remainder of line 4, and all of lines 5 and 
6. Line 9g, after the word “future” insert the word ‘‘excessive”’. 

The resolution as amended, reading as follow: 

Resolved, That it is the sense of the Senate that the Federal Reserve 

Board should admonish all Federal reserve banks to take steps to ad- 
vise against further expansion of loans by member banks for purely 
speculative purposes. 
- Resolved, That the Federal Reserve Board be directed to report to 
the Congress what legislation, if any, is required to prevent the future 
excessive use of the funds and credit of the Federal reserve system for 
speculative purposes. 

It is recognized by all that the greatest hindrances to orderly progress 
are the violent fluctuations in values, or rather, in the selling prices of 
commodities. The destructive effects of deflation are admitted by all. 
There can be no deflation until there is first an inflation. There has of 
late been a very strong upward tendency of prices in the stock market. 
The speed is increasing. The speculative nature of the buying is very 
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evident. We have reached the point where purchasers of stock do not 
look with care to the earnings, but simply hope that another sucker 
will relieve them to-morrow at an advanced price. 

This form of speculation is done largely on borrowed money—broker’s 
loans. The evil and dangerous influence of such operations has been 
recognized for more than a decade. Repeated warnings have been made 
by conservative journals of business and finance. Appeals have been 
made to the Federal Reserve Board, in the hopes that they would do 
something to check this growing evil, but it has continued in increasing 
magnitude, as will be shown from the following tables representing 
broker’s loans over a period of years: 


BROKER’S LOANS PLACED BY NEW YORK CITY REPORTING 


BANKS, 1917-1927 
Total loans on 
call and on time 


| BY hee} dob oy ae ene or eC ore ene Saks 6 dio oa Aes we 663,907,000 
DEC22 9 TOTS uae oo: ee oie CC Le ee Pere eae 777,230,000 
Deck26s 1010s 5 Me. Sees oa tae, eee to ee eee I,302,504,000 
DEGAS TST O20 FR A arectee rn oe ee ah ete PER ROR ee eee 813,992,000 
Decs28 21027 ec tea oe Bie Ao Se ee ee eee 898,541,000 
Dec#27,:1922...c. dst ies oc keine Rae Re ee ae eRe 1,489,199,000 
DGC 526552023 5 Ries tien etetece aerate teen eee ee a I,217,231,000 
Deas j/TO24 Yiu, aeyrciove ok tae Oe OMe ee Eee I,931,538,000 
DGGE 30, (TO2 Sree eeeacrotcee ieeern = ine. tee eae eae ee 2,908 060,000 
D6CF2.0 3.1926 sa hoc Ra aR a tt gers ene 2,787,761 ,000 
DOC. 28500217 sien rival ene, eh rye ieee eee eave ei nea ae ee 3,747,022,000 


Prior to 1926 the number of banks reporting was smaller and the re- 
ports were informal and not as accurate. 


BROKERS’ LOANS PLACED BY NEW YORK CITY REPORTING 
BANKS (MONTHLY FIGURES IN 1928) 


Jan.:2§,)2028 5505 dich chads al Sens Pee POR eee eee eee 3,788,685 ,000 
Feb. 29, 1928): vaca seas «ib opie cet ea cee 3,721,834,000 
Mar 228 pT O28 isp..h fic sedate coat sy oh aot cee rR Pee eo ee 3,825,379,000 
Apre'2§;'2028 i 2 ee 0.505. ctas s wy tock oie cee ea 4,144,386,000 
May. 9, 2628.05. duit twrt-aite wh creme toad ee ae ee 4,361,108,000 


The very facts that these loans are all short-time loans indicate that 
the buying is for speculative rather than investment purposes. They 
are made to those who buy on a small margin in a rising market—to 
those who expect to cash in before the bubble bursts. 
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Congress took notice of this in the enactment of the Federal reserve 
act. Brokers’ loans are not eligible to rediscount, but that has not ma- 
terially hampered the banks in these operations. 

In September, 1913, Senator Carter Glass, who was then a Member 
of the House, expressed himself in part as follows: 


“Under existing law we have permitted banks to pyramid credit upon 
credit and to call these credits reserves. It is a misnomer; they are not 
reserves. And when financial troubles come and the country banks call 
for their money with which to pay their creditors they find it all in- 
vested in stock-gambling operations. There is suspension of payment, 
and the whole system breaks down under the strain, causing widespread 
confusion and almost inconceivable damage.” 


A year ago in an editorial, Dr. H. Parker Willis, a well-known au- 
thority on financial matters, said: 


“But when allowance has been made by the most charitable of observ- 
ers it remains a fact that our reserve system has exerted no real remedial 
influence upon the great American evil of stock-exchange gambling and 
of the use of the liquid funds of banks in that occupation. 

The reasons for existing conditions as given by those who defend this 
practice are: 

(1) That the large buying of stocks is a reflection of an easy money 
condition hitherto unknown in this country, due largely to the increase 
of gold imports, but also to the increased accumulation of savings, both 
of labor and capital to a degree heretofore entirely unknown. The an- 
nual national savings are now $14,000,000,000, as compared to $4,000,- 
000,000 or $5,000,000,000 before the World War. 

The agricultural section has been liquidating and not borrowing. On 
October 29, 1920, the Federal reserve bank at Minneapolis had redis- 
counts to the amount of more than $111,000,000. Seven years later this 
had gone to the low point of about $2,000,000, and is still less than 10 
per cent of the 1920 figures. Bankers in agricultural districts are to a 
greater extent sending their surplus to the money centers. They get a 
very low rate for same, but deem it highly important that the funds are 
available when demanded by the depositors. 

Production in many lines has caught up with consumption, or ex- 
ceeded it, and there has not been a large demand for new capital in 
development. 

But whatever the cause, or causes, may be, it does not alter the fact 
that the situation is and continues to grow more dangerous. Whatever 
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goes up must come down, and the history of booms is that the higher 
they go the more suddenly they break. It is no defense for the “Street” 
to say that the risks are widespread. That is only another way of say- 
ing that the losses will not fall so heavily on the centers, but will be 
borne by the whole country. This is not surprising. The speculative 
buyers are not the experienced class; they are the lambs. The higher the 
market goes the more “widespread” the condition. We can find small 
consolation in the fact that the losses will be borne by those least able 
to bear it, scattered over every State in the Union. 

To what extent this condition endangers our financial institutions 
can not be predicted. All serious-thinking people must be impressed 
with a warning appearing editorially in a recent issue of the Commer- 
cial and Financial Chronicle of New York City—a conservative publi- 
cation that has continued for 126 years. Following is a brief quotation: 


“Steadily expanding stock speculation, with the resulting growth in 
brokers’ loans, still constitutes the foremost topic of the day, and, while 
the constant repetition of the story week after week and month after 
month may be wearisome to the reader, as it certainly is to the writer, 
the movement is freighted with such portentous consequences if it shall 
not be checked that it is the imperative duty of the press to keep the 
subject constantly before the public.” 


Congress and the country are looking to the Federal Reserve Board 
for leadership in matters of banking and financing, in order that we may 
not have the unnecessary repetition of disasters that have befallen us 
in the past. 

The resolution referred to is not radical; it is extremely conservative. 


It only aims at preventing a further aggravation of the present dangerous 
situation. 
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DISCUSSION IN THE HOUSE OF REPRESENTATIVES ON FEBRUARY 
7) 1929 


Mr. McFappen. Mr Chairman, the Federal Reserve Board late yes- 
terday afternoon issued a second recent warning in regard to the credit 
situation. By this statement they have indicated that they are using 
at this time in management one of the most potential influences under 
their control, namely, publicity. The other two major powers vested 
in the system are the “discount rate” and “the purchase and sale of 
securities in the open market.” Heretofore use has been made of these 
latter two functions within their power without satisfactory results. 

This statement just issued indicates special reference to loans made 
for speculative purposes, as is shown by the following quotation from 
the publicity notice issued yesterday: 


“The firming tendencies of the money market which have been in evi- 
dence since the beginning of the year, contrary to the usual trend at 
this season, make it incumbent upon the Federal reserve banks to give 
constant and close attention to the situation in order that no influence 
adverse to the trade and industry of the country shall be exercised by 
the trend of money conditions beyond what may develop as inevitable. 

“The extraordinary absorption of funds in speculative security loans 
which has characterized the credit movement during the past year or 
more, in the judgment of the Federal Reserve Board, deserves particu- 
lar attention lest it become a decisive factor working toward a still 
further firming of money rates, to the prejudice of the country’s com- 
mercial interests. 

“The resources of the Federal reserve system are ample for meeting 
the growth of the country’s commercial needs for credit, provided they 
are competently administered and protected against seepage into uses 
not contemplated by the Federal reserve act. 

“The Federal reserve act does not, in the opinion of the Federal Re- 
serve Board, contemplate the use of the resources of the Federal reserve 
banks for the creation or extension of speculative credit. A member bank 
is not within its reasonable claims for rediscount facilities at its Fed- 
eral reserve bank when it borrows either for the purpose of making 
speculative loans or for the purpose of maintaining speculative loans. 

“The board has no disposition to assume authority to interfere with 
the loan practices of member banks so long as they do not involve the 
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Federal reserve banks. It has, however, a grave responsibility whenever 
there is evidence that member banks are maintaining speculative security 
loans with the aid of Federal reserve credit. When such is the case the 
Federal reserve bank becomes either a contributing or a sustaining fac- 
tor in the current volume of speculative security credit. This is not in 
harmony with the intent of the Federal reserve act nor is it conducive 
to the wholesome operation of the banking and credit system of the 
country.” 


The main function of the Federal reserve system is the maintenance 
of a proper gold reserve and control of the total volume of credit, and 
of course, in the exercise of these prerogatives it necessarily must keep 
in touch with world gold and credit movements but only for the pur- 
pose of wise and competent management in the preservation of the gold 
reserve and total volume of credits. 

I do not understand at this time that the gold reserve is in danger, 
nor do I see any indication of a general rise in the commodity price level, 
and because of these facts, I do not think that the Federal reserve sys- 
tem should concern itself about the condition of the stock market or of 
the security loan market. 

I desire to quote from a speech I delivered before the American Bank- 
ers’ Association in Philadelphia on October 1, 1928, as follows: 


“The Federal reserve system is charged with a grave responsibility 
in dealing with this situation because it would be easy for them to pro- 
duce a business slump without intending to do so. In this connection, 
it is interesting to note the views of a leading British authority on the 
subject of finance, who is a student and close observer of our Federal 
reserve operations: ‘I am now more concerned lest the Federal reserve 
authorities should accidentally bring about a general business depression 
by attempting to take action toward the stock markets which, however 
well meant, is not really compatible with the system’s duty toward busi- 
ness. I think the Federal reserve system may have been quite right to 
try to frighten the speculators a few months ago, but this having failed, 
I think they would be much better advised to leave Wall Street alone 
and let it boil over of itself, rather than do things which, if continued, 
will certainly put at risk the general prosperity of the country.’” 


The emphasis upon this aspect of our credit structure has been much 
exaggerated, partly by people who are unaccustomed to a new situation 
and partly by those who are personally interested in a decline of security 
prices. I do not think that the assumption is warranted that brokers’ 
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loans are depriving business of funds, nor that all of the security loans 
are unproductive. In my judgment there is too little known about the 
ultimate disposition of stock-market loans to warrant any action de- 
signed to depress these loans by the Federal reserve system. There ap- 
pears at the present to be no danger to the gold reserve, and should the 
reserve system tighten credit with the purpose of restricting stock specu- 
lation, and should it actually succeed, two results may follow: (1) The 
high interest rates will make it too expensive for corporations to finance 
by bonds; and (2) if the public is afraid to buy stocks it will be impos- 
sible to finance by stock issues which are usually purchased by specu- 
lators. I think this may pave the way for that lack of confidence which 
can easily lead to a business recession if not a depression. If it were 
possible to show—and I believe it is not—that any positive harm is being 
done to business and industry, to employment, or to bank depositors by 
the present growth of security loans, I think restrictive action might be 
sanctioned. But no such evidence is available. I firmly believe now as 
I have in the past that the eye of the Federal reserve system should be 
kept (when the gold reserve is not in danger) on the question of prices 
and employment. It seems to me to be rather far-fetched to endanger 
the pay envelope of the workingman and the profits of the business man 
because some one gets the notion that there is too much stock specula- 
tion or that stocks should not sell as high as they now are. There are 
so many matters of judgment involved in stock prices that I believe 
most of the critics and experts have erred in predicting the stock mar- 
ket. If, however, the condition of corporate profits does not warrant 
present prices, the market will correct itself in time. Meanwhile the 
Federal reserve system should keep its attention chiefly upon the the 
stability of business and employment, which finds itself reflected gen- 
erally in stable commodity prices. 

While money rates remain relatively high in the United States I be- 
lieve there is little danger of a further drain upon our gold reserves ex- 
cept by the deliberate action of the central banks. In fact, the recent 
decline in sterling is bringing gold back into this country. Since we are 
paying a higher price for short-term money than is being paid abroad, 
this reaction is to be expected. It could be prevented only if the Bank 
of England raise the discount rate with an accompanying increase of all 
money rates abroad. As I came into the Chamber this morning I was 
notified that at a meeting of the board of directors this morning of the 
Bank of England the discount rate was raised 1 per cent — to 5% per 
cent. If in the judgment of borrowers in this country the uses of bank 
funds are such that they are willing to pay high rates (for use in the 
stock market or elsewhere) there is nothing that should be done about 
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it and these events should be left to run their course. On the other hand, 
indications point to a beginning of a fall in commodity prices, although 
this is not as yet shown by the Bureau of Labor Statistics index number. 
I am inclined to think that the high discount rates are beginning to show 
their effect on commodities and are beginning to bring about an inflow 
of gold, which can be prevented only by raising the rates in England and 
abroad, and this, again, would tend to depress commodity prices. 

Our reserve ratio is ample, and I do not see why we need to be alarmed 
about it at the present time. 

The large loans of our banking system at the present time, I think, 
are due to a number of causes: 

First. The large volume of individual savings which banks must in- 
vest somewhere. These savings correspond partly to the production of 
additional wealth, and they are partly the results of the capitalization 
of values, such as stocks and real estate. Large bank loans are, of course, 
required if there are to be large savings. 

Second. The large volume of corporate savings which are being re- 
tained by corporations in the form of cash. These cash balances stand- 
ing on the liability side of the balance sheet of banks must be offset by 
loans and investments on the asset side. Accurate statistics on this ques- 
tion are not available, though I am now planning some research to get 
more adequate data upon this subject. Most of these savings are the 
result not of capitalization but of the production of additional wealth, 
since most corporations are not speculators but producers. 

Third. Some portion of our deposits and loans are the result of the 
capitalization of stocks and bonds and do not represent actual increases 
in productive wealth, but it is difficult to get any accurate data to sub- 
stantiate this assertion. 

The deposits and loans and investments of the banking system will 
decrease if (1) there is a decrease in the volume of individual savings, 
or (2) if savers buy securities directly—or through investment trusts— 
rather than leave their funds on deposit in banks, (3) if those holding 
deposit balances derived through the sale of securities go back into the 
market and repurchase these securities from those who are holding 
them on margin. This is, of course, what would happen should any 
extensive decline take place in the stock market. Though I doubt 
whether any such decline is in prospect unless this present action should 
bring it about when we have such heavily protected margin accounts 
as we do at the present time. Furthermore, I do not think that it is the 
business of the banking system to try to wipe out one group of specu- 
lators and investors in order to benefit the other. Such a decline might 
be initiated among the speculators themselves should corporate earn- 
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ings fail to come up to expectations. It is my belief that the action of 
the Bank of England in raising its discount rate is bound to result in 
a decline in commodity prices in the United States. 

Should the indexes of employment or of prices show any tendency to 
decline, I think that the Federal reserve system should tend to ease 
money rates, and should there be no change in these indexes I do not 
think any further credit restriction should be brought about, because I 
am afraid it might result in a lack of business confidence followed by 
a recession. Last year the high money rates made it seem to some ob- 
servers that it would be difficult to finance by bond issues. It is true 
that bond issues declined and that many feared a resultant decline in 
new construction, which would mean a slackening demand for steel and 
other raw materials. This result, however, did not follow for a number 
of reasons. Some of these, it seems to me, are: (1) Corporations have 
adequate cash balances so that they can finance themselves without 
creating additional debts; (2) many, such as Goodyear, United States 
Rubber, Westinghouse, American Telephone & Telegraph, and others 
financed by stock issues. The public was still willing to buy stock, and 
as a result brokers’ loans have not yet declined. However, if the reserve 
system seeks to do so and succeeds in making money rates so high that 
people will be afraid to buy either stocks or bonds, I think that the de- 
pressing results on business may be realized. 

There is much to be said for the independence of action and careful 
planning of our American business men which enabled them to keep 
their businesses on an even keel in spite of the disturbing money rates. 
I think it is also being realized that high money rates need not necessarily 
result in any immediate reaction in business when commodity prices are 
relatively stable and no lack of confidence is endangered in the future 
course of profits and prices. If commodity prices had been moving up 
and the commercial loans of business had been expanding in order to 
finance increasing inventories at increasing prices, I believe we would 
then be easily susceptible to the restraining effects of higher money rates. 
An upward movement in general prices always raises the question of 
how high the inflation will go; and when people think it will go no higher 
it is generally followed by a deflation. We have, however, not had a gen- 
eral increase in commodity prices, in spite of all of the talk of wild specu- 
lation. When all commodity prices rise there is no general increase in 
productive wealth, but merely an inflation. However, stock prices should 
be distinguished from commodity prices since there is often a corre- 
sponding increase in value measured by an increased capitalization. 

There is a tendency to pay too much attention to the spectacular ac- 
tion of the stock market. But we should remember that the business 
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man, the worker, and the farmer are not greatly concerned as such about 
stock speculation. Their chief interest is in the continuity of business 
and of the stability of general prices, which serve as guide to industrial 
activity and help to maintain employment, wages, and profits. 

I do not think that the Federal reserve system should at the present 
time concern itself about security loans, unless there is a tendency to 
speculation in commodities, which means a disturbance in the industrial 
mechanism. To disturb industry merely to prevent stock speculation 
seems to me to be unwarranted and would work a gross injustice upon 
the business man and the workingman. This I suggest might be the 
result of an abortive attempt to restrict speculative and investment 
activities by banking policy. [Applause.] 

Mr. Jones. Mr. Chairman, will the gentleman yield? 

Mr. McFAppEN. Yes. 

Mr. Jones. Is there any distinction made or is it practicable for the 
board to make a distinction in rediscount rates where the securities are 
on speculative investments and where they are on other character of 
investments ? 

Mr. McFappen. The governor of the Federal Reserve Board quite 
recently made the statement that they were not looking to the use to 
which credit was put. The actual operations, however, through the ac- 
ceptance rate on acceptance, which is the class of paper which is sup- 
posed to be the best paper, show that that class has until quite recently 
been receiving a preferential rate, a lower rate than the prevailing rate 
on other discounts. 

Mr. Jones. Then it is practical from his viewpoint, if he thought it 
advisable to do so, for him to make a higher discount rate on a purely 
speculative transaction ? 

Mr. Winco. If the gentleman will permit, I think the gentleman 
from Pennsylvania overlooks the real significance of the gentleman’s 
question. Should not you call attention to the fact that under the law 
stock-market loans are not eligible for rediscount at a Federal reserve 
bank ? 

Mr. McFappEn, The gentleman is quite correct. I did not know 
the gentleman from Texas was referring especially to that, but these 
stock-exchange loans are secured on stocks and investment securities 
that are not eligible for rediscount. 

Mr. Jones. The local banks do lend funds to-day on purely specu- 
lative transactions. 

Mr. McFappen. It has been stated that the borrower will borrow 
sometimes for commercial purposes and use the money for speculative 
purposes. 
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Mr. Jones. That was the very reason for my question. Is there any 
practical way to stop the applying of a higher discount rate to a purely 
speculative stock transaction ? 

Mr. McFappen. The Federal Reserve Board assumes there is none 
by its operations the past year. 

Mr. Breepy. Will the gentleman yield? 

Mr. McFappen. Yes. 

Mr. BeEpy. Governor Strong in his testimony before our committee 
said—I recall it very clearly—that there was no manner by which the 
Federal Reserve Board as such could trace the use to which loans by 
the Federal reserve system were put, and therefore it would indicate 
that they are still of the same mind when they attempt to practice the 
publicity method of influencing investments rather than the raise in the 
rediscount rate, which everybody recognizes at this time works great 
injury to business in general. 

Mr. Jones. Then the only way to reach it is by some restrictive law? 
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DISCUSSION IN THE UNITED STATES SENATE, FEBRUARY 12, 
4020. 


Mr. Brooxwart. Mr. President, I want to call attention to the fact 
that the Department of Agriculture, which ought to be out fighting for 
the farmers of the United States, is out as an advance agent for the 
prosperity of Wall Street instead all the time. That is what I mean by 
this comparison. 

Again, in this same article they point out that— 


“Borrowed money probably will cost the farmer more in 1929 than 
it did in 1928, due to the high money rates enforced by the phenomenal 
industrial expansion and stock-market turnover in the last five years.” 


That is distinctly to the disadvantage of the farmers of the United 
States. If interest rates are to go higher because of stock speculation 
in New York, it means an added cost of production to the farmers of 
the whole country. There is no doubt about that situation. So, instead 
of advertising agriculture as in better conditions, the Department of 
Agriculture ought to be pointing out the facts that are injuring and 
bringing the farmer to this worse condition. 

I get the reports from the referees in bankruptcy all the time. Bank- 
ruptcies are not declining among agriculture. They have increased a 
thousand per cent since 1910, and they are increasing more and more 
all the time. This little $21 that was added to the average income of the 
working farmers of the United States is not enough over what they re- 
ceived before to pay their interest rates and save them from foreclosure 
and from bankruptcy. 

One of the most important phases of this credit question that is in- 
volved in the bill now under consideration is the question of speculation. 
I wish now to discuss the question of speculation particularly in refer- 
ence to the Federal reserve bank and the Federal reserve law. 

In this short discussion it is impossible to treat of anything but the 
most important points of the Federal reserve law and the most far-reach- 
ing acts in its administration. There is no doubt that the great purpose 
of the framers of the law was to mobilize the surplus credit of the coun- 
try for legitimate purposes and remove it from speculation. This pur- 
pose is clearly outlined in President Wilson’s message in which he said: 


447 3 


APPENDIX VII 


“We must have a currency, not rigid as now, but readily, elastically 
responsive to sound credit, the expanding and contracting credits of 
every-day transactions, the normal ebb and flow of personal and cor- 
porate dealings. Our banking laws must mobilize reserves; must not 
permit the concentration anywhere in a few hands of the monetary re- 
sources of the country or their use for speculative purposes in such vol- 
ume as to hinder or impede or stand in the way of other more legitimate, 
more fruitful uses. And the control of the system of banking and of issue 
which our new laws are to set up must be public, not private; must be 
vested in the Government itself, so that the banks may be the instru- 
ments, not the masters, of business and of individual enterprise and 
initiative.” (Congressional Record, vol. 50, 63d Cong., 1st sess., p. 4643.) 


It is even more emphatically expressed in the presentation of the bill 
to the House by Senator Grass, in which he said: 


“The whole fight of the great bankers is to drive us from our firm re- 
solve to break down the artificial connection between the banking busi- 
ness of this country and the stock speculative operations at the money 
centers. The monetary commission, with more discretion than courage, 
absolutely evaded the problem; but the Banking and Currency Com- 
mittee of the House has gone to the very root of this gigantic evil and 
in this bill proposes to cut the cancer out. Under existing law we have 
permitted banks to pyramid credit upon credit and to call these credits 
reserves. It is a misnomer; they are not reserves. And when financial 
troubles come and the country banks call for their money with which to 
pay their creditors they find it all invested in stock-gambling operations. 
There is suspension of payment and the whole system breaks down under 
the strain, causing widespread confusion and almost inconceivable dam- 
age.”’ (Congressional Record, vol. 50, 63d Cong., rst sess., p. 4648.) 


Again he said: 


“The avowed purpose of this bill is to cure this evil.”’ 


Of what evil does the Senator from Virginia speak when he is pre- 
senting this bill for the consideration of the Congress of the United States, 
an evil which he calls a cancer? It is this evil of speculation. He said: 


“The avowed purpose of this bill is to cure this evil; to withdraw the 
reserve funds of the country from the congested money centers and to 
make them readily available for business uses in the various sections of 
the country to which they belong. This we propose to do cautiously, 
without any shock to the existing arrangement, graduating the opera- 
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tion to prevalent conditions, and extending it over a period of 36 months. 
This affords ample time to the reserve and central reserve city banks to 
adjust themselves to the reserve requirements of the new system. Out 
of abundant precaution we have actually given them a longer time than 
the best practical bankers of the country have said was needed. But, 
Mr. Chairman, the plaint of these gentlemen is not as to time but as 
to fact. They do not want existing arrangements disturbed; they desire 
to perpetuate a fictitious, unscientific system, sanctioned by law but 
condemned by experience, and bitterly offensive to the American people 
—a, system which everybody knows encourages and promotes the worst 
description of stock gambling. The real opposition to this bill is not as 
to Government control, upon which we shall never yield; it is not as to 
the capital subscription required, which is precisely that of the Aldrich 
scheme unanimously indorsed by the American Bankers’ Association; 
it is not as to the 5 per cent dividend allowed member banks, the exact 
limit prescribed in the Aldrich bill; it is not as to compulsory member- 
ship, which was provided in another way in the Aldrich scheme; it is 
not as to the bond-refunding proposition, infinitely simpler and less ex- 
pensive than the Aldrich device. It is none of these things, Mr. Chair- 
man, that vexes the big bankers. It is the loss of profits derived from a 
system which makes them the legal custodians of all the reserve funds 
of the country, $240,000,000 of which funds, on the 24th day of Novem- 
ber, 1912, they had put into the maelstrom of Wall Street stock opera- 
tions.”” (Congressional Record, vol. 50, 63d Cong., 1st sess., p. 4648.) 


Mr. SurpstEAD. Mr. President, will the Senator yield? 

Mr. Brooxuart. I yield. 

Mr. SHIpSTEAD. What is the Senator reading? 

Mr. BrooxHart. I am quoting from Senator GLass’s speech in the 
House of Representatives when he presented the Federal reserve act, 
as chairman of the House Committee on Banking and Currency. 

Mr. SuHipsTEAD. The cancer about which he spoke has now grown 
to about five billion? 

Mr. BrooxHart. Over six billion. 

Mr. SutpstEAD. If the Senator will permit me, the remedy was evi- 
dently worse than the original disease. 

Mr. BrookHart. It has grown very greatly, as we will see. 

From these statements of such high authority it is quite evident that 
the cancer of speculation was to be cut out of American business by this 
new Federal reserve law. If it failed in this, it failed in its primary pur- 
pose. I will first answer the fact as to this failure. 

I do not quite understand what the figure of two hundred and forty 
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millions used by Senator Grass refers to, as the total brokers’ loans at 
that time, according to the evidence taken by the Pujo committee, were 
seven hundred and sixty-six millions. I think that $766,000,000 is the 
figure for fair comparison with the present figure, rather than the $240,- 
000,000 quoted by Senator Grass in his speech. This was a vast sum of 
the people’s savings, and to call it a cancer was fully justified. To operate 
upon it and cut it out was unquestionably demanded. But what has 
come of the Federal reserve law operation? During the past few months 
these same stock-gambling loans have run over $6,000,000,000. The 
cancer is now nine times as large as before the operation. 

Mr. SuipsTEAD. Mr. President, does the Senator think that inflation 
of the stock market is out of proportion with the inflation of the general 
credit structure in the United States at this time? 

Mr. BRookuart. Very greatly out of proportion, but not as to agri- 
culture. 

Mr. SHIpSTEAD. Does not the Senator think that the agricultural 
sections of the country are highly inflated ? 

Mr. Brooxuart. We shall see. I have some figures to show what I 
think about that. 

Mr. SurpsteEAD. Does not the Senator think that the real-estate 
credit throughout the country is inflated ? 

Mr. Brookuart. While these stock values were piled up so high in 
Wall Street real estate went down $20,000,000,000. 

Mr. SurpstEAD. That is very interesting. I did not know that in- 
flation had started in real estate. 

Mr. BrookHart. The Senator is very sarcastic at times. 

Mr. Heriin. Mr. President, will the Senator yield? 

Mr. Brooxwart. I yield. 

Mr. Heriin. Did the Senator read the statement made by Mr. 
Thomas A. Edison yesterday in regard to the wild gambling orgy in 
New York, in which he said that if that thing went on long enough it 
would produce a panic? 

Mr. Brooxwart. With that idea I am in full accord. I think Mr. 
Thomas A. Edison and Mr. Henry Ford both have some very definite 
and reliable ideas on that question. 

Mr. Heriin. One other question in connection with that I want to 
ask the Senator. Some of these strange doctors of finance are already 
stating that there is too much money in circulation in the United States. 
The Senator does not agree with that view, does he? 

Mr. Brooxwart. I agree that there is too much in Wall Street. 

Mr. Hern. I agree with the Senator in that, but there is not enough 
in the body of business. 
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Mr. Brooxuart. There is far from enough in the general business 
of the country. 


Mr. President, if these brokers’ loans were $766,000,000 in Ig12, and 
if that sum was a cancer that threatened the life of this country, the 
present sum of six and a third billion dollars means, as I have said, that 
the cancer is nine times as large as it was. Therefore, upon the question 
of the primary purpose of the Federal reserve law, as expressed by its 
authors themselves, it is the most colossal failure in all legislative history. 

Why has this law not only failed of its greatest purpose to reduce 
speculative loans but has actually multiplied the evil manyfold? The 
answer to this question is found in the law itself, and to understand it 
we must make a study of the fundamentals of the reserve-bank idea and 
of its fundamental purposes. 

What is a reserve bank? What should it do for its member banks? 
What should it do for the public? Stripped of all camouflage and of all 
technical terms, a reserve bank does but two simple and fundamental 
things for its member banks. 

First. The member bank has a surplus of funds which is more than 
its local demand, more than it can lend for a time to its regular customers. 
It would like to redeposit these surplus funds in its reserve bank for a 
few days or a few months with the right to recall them at any time when 
needed at home. It would also like to get a small return on these re- 
deposits or bank balances. This I will call the redeposit business of the 
reserve bank, and it ought to be the biggest item of reserve-bank business. 

Second. The member bank may be short of funds. The farmers are 
buying feeder cattle, the merchants are increasing their stocks, or the 
manufacturers are buying raw materials. For a time they are asking 
more credit than the local bank can furnish from its own deposits. This 
is a legitimate and sound demand. The local or member bank would 
like to borrow from its reserve bank for a short time and take care of the 
needs of its regular customers. It will therefore send some of its paper 
to the reserve bank for sale by rediscount and use the money to meet 
these demands. This 1 call the rediscount business of the reserve bank. 

These two things—the redeposit business and the rediscount business 
—are the only two fundamental things a reserve bank can do for its 
members. They are the same two things that the member bank does 
for its individual customers. All your bank does for you is to receive 
your deposits for a rate of interest when you have a surplus and to lend 
you money for a higher rate of interest when you are short. That is all 


a reserve bank does for its member banks. 


451 


y 


APPENDIX VII 


Now, what are the fundamental services of a reserve bank for the 
public good? They may be included in four propositions: 

First. The reserve bank should furnish an elastic currency to meet 
the fluctuating demands of legitimate business. So far as the member 
banks are concerned, it only enables the reserve to do its two things for 
them more surely, to wit, to receive redeposits and to make rediscounts. 

Second. Some things are too big for a member bank. The reserve bank 
should mobilize surplus credit and finance these big things, like financing 
the war. Legitimately done, this is a public service. 

Third. The greatest service a reserve bank can do for the public is 
to make a more efficient use of the credit supply of the country and there- 
by under the law of supply and demand reduce the interest rates to the 
people at large. For instance, Iowa may be selling her crops and have a 
temporary surplus. She would like to redeposit in the reserve bank and 
get a rate of interest temporarily until it can be properly invested at 
home. At the same time Massachusetts may be buying raw materials 
and would like to rediscount her paper at a little higher rate of interest 
in the reserve bank to make these purchases. The reserve bank can 
therefore do a service to both States. This balancing of cross demands 
is going on all the time. Its proper functioning makes a much more 
efficient use of the credit supply, and the natural law would reduce in- 
terest rates at large. 

Fourth. The reserve bank, with its large reservoir of mobilized credit 
surplus, can prevent panics. 

I now want to inquire if this law and its administration have met these 
requirements and to point out wherein they have failed. 

As to redeposits of member banks, the law requires that the reserves 
shall be redeposited in the Federal reserve, but without any interest 
rate. The reserves are only a part of the surplus funds of the member 
banks. The law permits that all of the surplus may be redeposited in 
the reserve banks, but no interest rate can be paid. This situation gives 
the New York banks a virtual monopoly of all that portion of the re- 
deposits of member banks above the reserves required by law. They 
can put on an interest rate and fix it themselves and take all of this vast 
item of reserve-bank business away from the Federal reserve. This they 
have done. They are getting a vast sum of these redeposits at 134 to 
2 per cent and lending to speculation until recently at an average of 
about 4 per cent, while the farmers of the country are paying an aver- 
age of more than 8 per cent on their bank loans to produce the food of 
life. Recently stupendous speculation has greatly increased call rates. 
That is the cancer that was operated upon in the Federal reserve law 
by denying speculative loans the rediscount privilege in the Federal re- 
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serve banks. But what does a stock gambler care for an operation like 
this when the same law drives the redeposits of the country into his bank 
at an initial rate of 134 to 2 per cent? He has a better chance to get all 
the money he wants in his stock-gambling game at a low rate of interest 
if his bank can get redeposits at 134 or 2 per cent than if his bank were 
permitted to rediscount his paper at 34 or 4 per cent. It is this pro- 
vision of the law that has raised brokers’ loans to the vast sum of about 
$6,000,000,000, mostly at a low rate of interest, and at the same time 
starved agricultural and business credit with a high rate of interest. 
The blame is upon the law rather than upon its administration. 

For a moment I wish especially to discuss the present high rate on 
call loans. That rate went to 12 per cent. In view of the demonstration 
I have here given of so many and such vast sources of credit at a low rate 
of interest, it is ominous when the rate on speculative loans goes up to 
12 per cent. It means that speculation is reaching somewhat of a des- 
perate stage. They had $3,000,000,000 and more on an average all the 
time since 1920, at an average rate of less than 4 per cent, and now under 
present conditions they have been forced to borrow more and to pay 
as high as 12 per cent. That means a desperate condition in the stock 
market. That is a forerunner of panic and of disturbance of the worst 
kind, : 

There is some criticism of the Federal reserve system, both as to the 
law and its administration in reference to agricultural paper on the re- 
discount side of its business, but I pass that over and also pass the ques- 
tion of elastic currency and financing the war, but I challenge the law 
emphatically upon the question of lowering interest rates. 

I obtained a book from the Federal Reserve Board entitled ‘Questions 
and Answers on the Federal Reserve System.’ On page 135 the question 
is asked, “Why is interest not paid on the reserve balance carried with 
the Federal reserve bank?” The answer is as follows: 


“Because it is wrong in principle and would defeat one of the most 
important objects for which the Federal reserve system was established; 
namely, ‘to afford means of rediscounting commercial paper.’ If a Fed- 
eral reserve bank were compelled to use at all times a large percentage 
of its resources to purchase paper in the open market for the purpose of 
earning interest to be paid to member banks on their reserve deposits, 
it is manifest that this would absorb funds to such a degree as to leave 
it without adequate resources to meet the needs of its member banks in 
case of sudden emergency or for heavy seasonal requirements. 

“Moreover, even if this were not the case, member banks would proba- 
bly lose far more than they would gain if Federal reserve banks should 
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pay them interest on their reserve deposits. The reserve deposits held 
by all Federal reserve banks amount to approximately $2,200,000,000. 
The payment of interest at 2 per cent on this amount would require the 
Federal reserve banks to keep invested at all times at least $1,100,000,000 
at 4 per cent for this purpose. If this sum were invested by the reserve 
banks in Government securities it would not only dissipate the reserves 
as above specified but would have the effect of increasing the supply of 
credit to such an extent as to force down interest rates. If the amount 
were used in the open market in the purchase of bankers’ acceptances 
and bills of exchange, it would come in direct competition with member 
banks and by increasing the supply of credit would likewise tend to force 
down interest rates under ordinary conditions, and the loss to member 
banks on all their loans would doubtless far exceed the income they would 
derive from the 2 per cent interest on reserve deposits.” (Questions and 
Answers on the Federal Reserve System, pp. 135-136.) 


The first paragraph of this answer is untenable because the assets 
acquired by investing these funds to earn interest to pay upon the de- 
posits of member banks might easily be made a basis of Federal reserve 
notes in sufficient amounts to meet all ‘“‘sudden emergencies” or “heavy 
seasonal demands”’ for rediscounts. 

The second paragraph of the answer is the plain and the whole truth. 
Let us analyze it. I have already pointed out that the greatest purpose 
of a reserve system, so far as the service to the general public is con- 
cerned, is to make a more efficient use of the credit supply and thereby 
reduce the interest rate generally. If it does not accomplish this great 
purpose, but on the other hand maintains high interest rates on the public 
while collecting a vast credit surplus for speculation at a low rate of in- 
terest, it is a menace to the general welfare and would better be abolished. 
The second paragraph of the answer shows plainly that interest is not 
paid on redeposits for the express reason that it would then be necessary 
to invest the funds to earn this interest, thus release other funds and 
increase the credit supply and lower the interest rate generally. 


Here follows a discussion of the Federal reserve meeting in 1920 which 
resulted in a rise in the rediscount rate. 


Much else to the same effect was said, although Governor Harding 
did mention certain needs of the cattle business. However, this was in 
random talk and not in the formal speech nor in the formal resolution 
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approving the speech. This resolution of approval was passed by a unan- 
imous vote. It approved a general policy of deflation which I de- 
nounce as economically criminal at any time. At the same time in view 
of this action, it passed another amazing resolution. While it was plan- 
ning a general deflation, which would especially hit agriculture, it passed 
this other resolution to send a committee to the Interstate Commerce 
Commission and urge an immediate increase of railroad rates. It would 
deflate the farmers and general business, and inflate the railroads at the 
same time. 

It did not stop with these proceedings which were made public. It 
considered a secret policy of applying economic force by raising the dis- 
count rate. The discount rate was already up to 6 per cent, an extor- 
tionate rate that ought to be prohibited by law. But this conference 
considered raising it to 7 per cent, and one unmitigated fool even sug- 
gested 8 per cent. Following this meeting some of the reserve banks 
actually raised it to 7 per cent. However, these facts were sealed up in 
secrecy, and at the close of the meeting Governor Harding gave the fol- 
lowing instructions: 


“T would suggest, gentlemen, that you be careful not to give out any- 
thing about any discussion of discount rates. That is one thing there 
ought not to be any previous discussion about, because it disturbs every- 
body, and if people think rates are going to be advanced there will be 
an immediate rush to get into the banks before the rates are put up, 
and the policy of the Reserve Board is that that is one thing we never 
discuss with the newspaper man. If he comes in and wants to know if 
the board has considered any rates, or is likely to do anything about 
any rates, some remark is made about the weather or something else 
and we tell him we can not discuss rates at all, and I think we are all 
agreed it would be very ill-advised to give out any impression that any 
general overruling of rates was discussed at this conference.” (Federal 
Reserve Board conference, minutes; S. Doc. 310, 67th Cong., p. 62.) 


Publicity was given out as to Governor Harding’s speech and the 
resolution for higher railroad rates, but the matter of raising discount 
rates was kept secret so far as the general public was concerned. It was 
not secret as to big business. Perhaps it had been dictated by big busi- 
ness. One packing company whose banker was in that meeting im- 
mediately went out for a $60,000,000 loan and sold its paper at 8 per 
cent to get the money. Others did likewise a little later, and some were 
floating their loans before the meeting was held. 

The defenders of the Federal Reserve Board say there was no defla- 
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tion. What if the board and conference did talk about deflation—it was 
not done. The Federal reserve loans were increased and the country 
further inflated. This is a fact, and it is a double economic crime. Hav- 
ing decided upon deflation, they turned about and further inflated, which 
would enable those informed as to the situation to secure their loans and 
prepare for the crash that was coming. Perhaps part of this inflation 
was due to the demand for crop movement, but certainly a great part 
of it was due to this illicit purpose to help big business. 

By and by all was ready, and in October, when all the crops were 
matured and the year’s work of the farmer was ready for market, they 
came out into the open. Public meetings were held in all of the agricul- 
tural States. A representative of the Chicago Federal Reserve Bank 
held four of these meetings in Iowa. I attended the last one, at Ottumwa. 
He told us our loan allotment was $36,000,000 for the State; that they 
had been very kind to us and loaned us ninety-one millions, or fifty- 
five millions over our allotment. But he said the time had come when 
the people entitled to this credit wanted it, and we must, therefore, sell 
some of our crops and reduce these loans. I asked him who made this 
thirty-six million allotment to Iowa, and he did not know. Neither have 
I ever been able to find anybody who did know. Iowa had a crop at 
prices then prevailing worth more than a billion dollars. Three times 
the amount of loans we had would have been a low allotment. But there 
was no allotment. The figures announced were a straw man set up to 
have some excuse to call our loans down to that amount. 

And they did call the loans. The bankers sent for the farmers, told 
them their loans must be reduced, and under threat of suit forced them 
to dump their crops and livestock into the market. Governor Hard- 
ing’s random remark about protecting livestock went for nothing. The 
market broke all along the line. There never was such a panic in prices 
of farm products in all the history of agriculture. In Iowa corn went 
down from $1.75 to about 27 cents per bushel, and all other farm prices 
went down in proportion. The Manufacturers’ Record says farm lands 
and the two crops of 1920 and 1921 were deflated in the whole sum of 
$32,000,000,000 and other business only eighteen billions. This means 
that agriculture was deflated about six times as much in proportion as 
other business, and that was little business. The Federal reserve bank 
had saved Wall Street from panic, but it handed the farmers the great- 
est panic in all their history. Big business was informed and protected 
itself by huge loans, made easy by illicit inflation even after deflation 
had been proclaimed. 

The only big business man of whom I know who did not get the tip 
was Henry Ford. He was called about the same time the farmers were 
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called. He owed $75,000,000 and the banks wanted the money. There 
was no other money to be had because all the loose credit had been 
gathered in by the big ones who got the tips; deflation was now on in 
dead earnest, and no new loans were being made. Even Ford was in 
danger of a great suit. Then the wise bankers went out from New York 
to see him. They offered to form a syndicate and take care of him, but 
on condition that he allow them to put an auditor in his business. Ford 
wanted none of their auditors in his business, and sent them back to 
New York on the first train. Ford then organized a little Wall Street 
all his own. He shipped his cars out to his dealers all over the country 
and required them to pay or get out of the Ford business. They went to 
the local banks and begged for credit to save their business. It was 
granted, and in a few days Ford had his $75,000,000 and a good many 
millions more. This took credit away from the farmers which might 
have been used to hold the crops and stop the price panic, but it saved 
the jitneys. In the same way the huge loans to the big packers, big oil 
and other interests absorbed the farmer’s own savings and sent him to 
bankruptcy, while big business continued in prosperity. 

It was an autocratic thing Ford did, but I can forgive him for two 
reasons: First, he was fighting for his life against the enemies of the 
farmers and laboring people; and second, I hope the farmers and labor- 
ing people will learn the same lesson out of this transaction that Henry 
Ford has learned. Look at his statements now. You will not find that 
item, “Bills payable, $75,000,000.”” Instead you will find an item some- 
thing like “Cash on hand, $300,000,000.”” Henry Ford has become his 
own banker. Never again will he trust the life of his great business to 
loans in a credit system controlled in New York high finance. Neither 
will the farmers or the laboring people ever again enjoy a just share of . 
our prosperity until they become their own bankers in a cooperative 
banking system, with reserve bank and all under their own control. 
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LETTER OF FEDERAL RESERVE BANK OF PHILADELPHIA TO 
MEMBER BANKS IN THE THIRD DISTRICT RELATIVE TO 
SPECULATIVE LOANS 


FEDERAL RESERVE BANK OF PHILADELPHIA 


February 21, 1929. 
To the Member Banks in the Third Federal Reserve District : 

You are doubtless aware of the basic facts that the present volume 
of bank credit is very large; that it has been increasing at a rate out of 
proportion to the country’s trade; that the greater part of the recent 
increase has been absorbed in speculative security loans; and that this 
growth of credit has coincided with a loss of approximately $500,000,000 
in the gold which forms its base. This is a condition which is manifestly 
liable to have dangerous consequences. It has already materially in- 
creased the cost of credit to the business man, and threatens to restrict 
construction and productive enterprise. We will not detain you by 
citing the figures which prove these obvious facts. 

Under date of February 5th the Federal Reserve Board called public 
attention to the situation in a statement which included the following 
paragraph: 


“The Board has no disposition to assume authority to interfere 
with the loan practices of member banks so long as they do not in- 
volve the Federal reserve banks. It has, however, a grave responsi- 
bility whenever there is evidence that member banks are maintain- 
ing speculative security loans with the aid of Federal reserve credit. 
When such is the case the Federal reserve bank becomes either a con- 
tributing or a sustaining factor in the current volume of speculative 
security credit. This is not in harmony with the intent of the Federal 
Reserve Act nor is it conducive to the wholesome operation of the 
banking and credit system of the country.” 


There having been some criticism of this statement, the Federal Ad- 
visory Council considered the matter at a meeting held in Washington 
on February 14th, and issued the following public statement: 


“The Federal Advisory Council approves the action of the Federal 
Reserve Board in instructing the Federal Reserve Banks to prevent, 
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as far as possible, the diversion of Federal reserve funds for the pur- 
pose of carrying loans based on securities. The Federal Advisory 
Council suggests that all the member banks in each district be asked 
directly by the Federal Reserve Bank of the district to co-operate 
in order to attain the end desired. The Council believes beneficial 
results can be attained in this manner.” 


This suggestion of the Federal Advisory Council is in entire accord 
with the views of the Board of Directors of this bank. A Federal Reserve 
Bank is owned by the member banks of its district, which elect two- 
thirds of its directors. It operates for service, not for profit. Its service 
is to the public through the member banks. It should not, except in a 
grave emergency, and to avoid greater evils, adopt any policies that are 
prejudicial to the member banks, or that, even temporarily, hamper or 
oppress business. It must be remembered, however, that its powers are 
broad and far-reaching. It has always been, and is still, the policy of 
the directors of this bank to avoid the use of such of these powers as 
might seem arbitrary, and to seek the voluntary co-operation of the 
member banks rather than impose terms upon them. Thus far, we 
have usually found that when the facts were fairly presented, and the 
reasons for a course or policy fairly stated, this co-operation was forth- 
coming. 

There has perhaps never been—certainly not since 1920—a time when 
this co-operation was more urgently needed than it is at the present. 
We ask those member banks which are not availing themselves of our 
discount facilities to consider the greatly increased volume of loans to 
customers who are carrying stocks for speculation, and to avoid, as far 
as is consistently possible, the making of new loans for such purely 
speculative purposes. What we particularly have in mind is the grow- 
ing tendency of persons speculating in the stock market, under the pres- 
sure of high carrying charges by brokers, practically to transfer their 
accounts to banks. We remind those who are availing themselves of our 
discount facilities that if they find their reserve for any reason deficient 
for anything longer than a very temporary period, and have security 
loans to individual or firms who are not regular customers entitled to 
accommodation, they should reduce the volume of such loans rather 
than rediscount with us or borrow from us. The adoption of this course 
will correct an unwholesome situation, and probably prove advantageous 


in the long run. 
: Yours very truly, 


Gro. W. Norris, 
Governor. 
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REPLY OF FEDERAL RESERVE BOARD TO HEFLIN RESOLUTION 
Letter from Federal Reserve Board Concerning Speculative Loans 
REMARKS 


OF 


HON. J. THOMAS HEFLIN 
OF ALABAMA 


IN THE SENATE OF THE UNITED STATES 


Wednesday, February 27 (legislative day of Monday, February 25), 1929 


Mr. HEFLin. Mr. President, the Federal Reserve Board has responded 
to questions sent to it in a resolution which I introduced regarding the 
statement that it issued some time ago concerning speculation. The 
letter is not very long, and I ask that it may be printed in the REcorp. 

The PRESIDENT pro tempore. It will be printed in the REcoRD un- 
less objection is made. The Chair hears no objection. 

The matter referred to is here printed, as follows: 


FEDERAL RESERVE BOARD, 
Washington, February 26, 1920. 

“Str: The Federal Reserve Board is in receipt of Senate Resolution 
323, reading as follows: 

““‘Whereas in press dispatches recently the Federal Reserve Board 
has complained that money is being drawn from the channels of business 
and used for speculative purposes, and that some of said speculation is 
illegitimate and harmful: Therefore be it 

“¢ Resolved, That the Federal Reserve Board is hereby requested to 
give to the Senate any information and suggestions that it feels would 
be helpful in securing legislation necessary to correct the evil complained 
of and prevent illegitimate and harmful speculation.’ 

“Tnasmuch as this resolution was occasioned by the statement issued 
by the Federal Reserve Board on February 6, wherein the attitude and 
viewpoint of the Federal Reserve Board with respect to the growing 
volume of credit in speculative security loans was indicated, the state- 
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ment is repeated here in order that there may be no misapprehension 
of the board’s position with reference either to the matter discussed in 
its statement or to that which is the subject of the Senate’s resolution: 

“<The United States has during the last six years experienced a most 
remarkable run of economic activity and productivity. The production, 
distribution, and consumption of goods have been in unprecedented 
volume. The economic system of the country has functioned efficiently 
and smoothly. Among the factors which have contributed to this re- 
sult an important place must be assigned to the operation of our credit 
system and notably to the steadying influence and moderating policies 
of the Federal reserve system. 

“‘During the last year or more, however, the functioning of the Fed- 
eral reserve system has encountered interference by reason of the exces- 
sive amount of the country’s credit absorbed in speculative security 
loans, The credit situation since the opening of the new year indicates 
that some of the factors which occasioned untoward developments dur- 
ing the year 1928 are still at work. The volume of speculative credit is 
still growing. 

“Coming at a time when the country has lost some $500,000,000 of 
gold, the effect of the great and growing volume of speculative credit 
has already produced some strain, which has reflected itself in advances 
of from 1 to 1% per cent in the cost of credit for commercial uses. The 
matter is one that concerns every section of the country and every busi- 
ness interest, as an aggravation of these conditions may be expected 
to have detrimental effects on business and may impair its future. 

““The Federal Reserve Board neither assumes the right nor has it 
any disposition to set itself up as an arbiter of security speculation or 
values. It is, however, its business to see to it that the Federal reserve 
banks function as effectively as conditions will permit. When it finds 
that conditions are arising which obstruct Federal reserve banks in the 
effective discharge of their function of so managing the credit facilities 
of the Federal reserve system as to accommodate commerce and busi- 
ness, it is its duty to inquire into them and to take such measures as 
may be deemed suitable and effective in the circumstances to correct 
them, which, in the immediate situation, means to restrain the use, 
either directly or indirectly, of Federal reserve credit facilities in aid of 
the growth of speculative credit. In this connection, the Federal Re- 
serve Board, under date of February 2, addressed a letter to the Federal 
reserve banks, which contains a fuller statement of its position: 

“““The firming tendencies of the money market which have been in 
evidence since the beginning of the year—contrary to the usual trend 
at this season—make it incumbent upon the Federal reserve banks to 
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give constant and close attention to the situation in order that no in- 
fluence adverse to the trade and industry of the country shall be exer- 
cised by the trend of money conditions, beyond what may develop as 
inevitable. 

“““The extraordinary absorption of funds in speculative security 
loans which has characterized the credit movement during the past year 
or more, in the judgment of the Federal Reserve Board deserves par- 
ticular attention lest it become a decisive factor working toward a still 
further firming of money rates to the prejudice of the country’s coni- 
mercial interests. 

“““The resources of the Federal reserve system are ample for meeting 
the growth of the country’s commercial needs for credit, provided they 
are competently administered and protected against seepage into uses 
not contemplated by the Federal reserve act. 

“*“The Federal reserve act does not, in the opinion of the Federal 
Reserve Board, contemplate the use of the resources of the Federal re- 
serve banks for the creation or extension of speculative credit. A mem- 
ber bank is not within its reasonable claims for rediscount facilities at 
its Federal reserve bank when it borrows either for the purpose of making 
speculative loans or for the purpose of maintaining speculative loans. 

““<“The board has no disposition to assume authority to interfere with 
the loan practices of member banks so long as they do not involve the 
Federal reserve banks. It has, however, a grave responsibility when- 
ever there is evidence that member banks are maintaining speculative 
security loans with the aid of Federal reserve credit. When such is the 
case the Federal reserve bank becomes either a contributing or a sustain- 
ing factor in the current volume of speculative security credit. This is not 
in harmony with the intent of the Federal reserve act nor is it conducive 
to the wholesome operation of the banking and credit system of the 
country.”’”’ 

“The board begs leave to call the attention of the Senate to the fact 
that the purport and language of its statement do not agree with those 
in the preamble of the Senate resolution. The board’s statement con- 
cerned itself with credit conditions. It disclaimed both the authority 
and the desire ‘to set itself up as an arbiter of security speculation or 
values.’ That still is the board’s position. 

“ At the time of the issue of its statement, it was the belief of the board 
that it could count upon the cooperation not only of the Federal reserve 
banks but of leading member banks everywhere in the country in mak- 
ing successful an effort to bring about an orderly readjustment of the 
credit situation; and the board has been confirmed in this belief by what 


has taken place since. 
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“This also is the view of the Federal advisory council, as will be seen 
from the following minute of its proceedings which was presented to the 
board February 15 on the occasion of its recent quarterly meeting: 

“The Federal advisory council approves the action of the Federal 
Reserve Board in instructing the Federal reserve banks to prevent, as 
far as possible, the diversion of Federal reserve funds for the purpose 
of carrying loans based on securities. The Federal advisory council sug- 
gests that all the member banks in each district be asked directly by the 
Federal reserve bank of the district to cooperate in order to attain the 
end desired. The council believes beneficial results can be attained in 
this manner.” 

“This whole matter is engaging the earnest attention and efforts of 
the Federal Reserve Board. If it should develop that the board, through 
exercise of the powers granted under the provisions of the Federal re- 
serve act or through cooperation with the Federal reserve and member 
banks, should be unable to bring about a solution of the problem which 
has awakened the concern alike of the Senate, the Federal Reserve 
Board, and the general body of public opinion, it will be glad to give 
consideration to the possibilities of remedy by way of legislation, 

“By direction of the Federal Reserve Board. 

Respectfully, 
WALTER L. Eppy, Secretary. 
“The PRESIDENT OF THE SENATE, 
Washington, D.C.” 
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